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Editor’s Notes
Houses in a row; the mansion on 
the hill; villas by the sea and rose- 
covered cottages; a gingerbread 
house for the children; the House of 
Hapsburgs, of Tudors, or Windsors; 
a house built upon the sands; the 
Houses of Parliament, and the house 
of God — over time and cultures 
houses have been many things to 
humankind.
In many cases a house is far more 
than a structure of wood or brick and 
cement. Accountants, like all profes­
sionals, recognize the code of ethics 
that unites them. Pressure of their 
.house of peers is readily acknowl­
edged; more than that, peer review is 
invited by accountants in public 
practice.
When the congressional commit­
tee chaired by the late Senator Lee 
Metcalf produced a staff study criti­
cal of the “accounting establish­
ment’’ the profession reacted very 
defensively in the same reflex pat­
tern as an endangered household. 
Resident speakers and writers 
declared, almost in unison, that the 
accounting profession would set its 
house in order.
The concept of house is as useful 
to literature as moon and June are to 
love songs. Everyone understands 
the intertwining of emotional shelter 
with the physical shelter that we call 
home. Motel rooms are not the same 
at all. We also understand the power 
inherent in a large household, a 
strong family; the actor and actress 
respond to a “good house;” the full 
house is dear to both poker player 
and parent.
Moralists and preachers would be 
much less persuasive if denied 
reference to a variety of distressed 
houses. Their arguments might be as 
flimsy as a house of cards, for in­
stance. Fortunately for the pictur­
esque quality of our everyday con­
versation, at least in its serious mo-
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Some speculation on 
houses —
ments, we enjoy a biblical legacy of 
the house that “was founded upon a 
rock,” and “the foolish man who 
built his house upon the sands.” 
Once upon a time children were ex­
pected to learn some of the elo­
quence and imagery of which 
language is capable. It was also 
presumed that a small homily could 
do no harm and so “The Chambered 
Nautilus” by Oliver Wendell Holmes 
was part of the syllabus for early 
reading. The nautilus builds ever 
more spacious rooms for itself, small 
chamber opening to larger chamber, 
so that the record of a lifetime ex­
pands in spiraling lustre. “Build thee 
more stately mansions, O my soul,” 
exhorted Holmes. “As the swift 
seasons roll! Leave thy low-vaulted 
past!”
Nautilus shells, like houses, are 
more commonly thought of as cover­
ings, and for the mortal form, not the 
soul, but both have a way of reveal­
ing the inhabitant. It isn’t necessary 
to live in a glass house either, to be 
revealed, and certainly it is impru­
dent to throw stones because most of 
us admit that at least one wall of our 
own house is transparent to the eyes 
of the world. Meanwhile, the well 
tended house and yard tell some­
thing of the owner, as does the high­
ly fashionable address, or the iso­
lated rural location. If an observer 
gets past the threshold the per­
sonality of the owner is fully dis­
played but if the interior remains 
secret to the world, that itself implies 
something suspect or sinister about 
the occupant.
One of the truest memoirs of a col­
lective culture is the house of God, or 
of the gods. In the central square, the 
Zocalo, at Mexico City ancient In­
dians built their altars but they have 
been replaced by Roman Catholic 
architecture. Southeast of Mexico 
City is the little town of Cholula 
where successive tribes of Aztecs 
built a second large pyramid all the 
way around the first pyramid, then 
that one, too, was enveloped by an 
even larger pyramid. To date 
archeologists have uncovered six 
successive walls. Accounting also 
has its layer upon layer structure, 
making a formal start with the Com­
mittee on Accounting Procedure in 
1938, expanding through many cor­
ridors of thought with various 
research and study groups to the 
elaborate edifice of standards built 
by the Accounting Principles Board, 
which is superseded in many places 
by the accounting structure-in- 
progress of the Financial Account­
ing Standards Board. At times the 
minutely detailed and rearranged 
accounting standards have almost 
taken on the appearance of the 
Winchester house in San Jose that 
has stairs that lead to a blank wall, 
and doors that open into nothing. 
The owner of that house was 
deluded in the belief that as long as 
she kept on building something, any­
thing, she would survive.
When the accounting profession 
responded to government criticism 
in the Metcalf Committee report one 
of the moves to set its house in order 
was the separation of public ac­
counting practitioners into the two 
groups known as the. private com­
panies practice section, and the SEC 
practice section. A cry went up im­
mediately that a “house divided 
against itself shall not stand,” which 
is more of the biblical legacy, but 
duality in the profession relates to 
clientele, not to purpose, and the 
house of accounting has been stand­
ing firmly for three years since the 
division.
The Woman CPA is itself a house 
that reflects its readers and to best 
serve those interests we must have 
up-to-date information as to who our 
readers are, and what they are 
doing. Please help by attending to 
the questionnaire on pages 15 and 
16. We are culturally removed from 
the elegance of the chambered 
nautilus but we do aspire to a jour­
nalistic house that is appropriate to 





The Lessee As De Facto Purchaser
by Howard Godfrey
In 1980, corporations were ex­
pected to save $16 billion as a result 
of the investment credit, leaving net 
income taxes of $71 billion.1 The in­
vestment credit can be an important 
step in reducing income taxes, pro­
vided the taxpayer meets the 
detailed requirements of the law.
The credit may be claimed when a 
taxpayer purchases or leases 
qualifying property. The law related 
to the credit is far more restrictive for 
property used under a lease 
arrangement than for property that is 
purchased. The benefit of the credit 
may be partially or totally lost if the 
restrictions are not given adequate 
consideration. However, if a lease 
has certain characteristics, the 
lessee is treated as a purchaser of 
the property and the restrictions on 
investment credit for leased property 
are inapplicable. Some of the prob­
lems associated with the investment 
credit for leased property are dis­
cussed in the article.
Property Qualifying for the 
Investment Credit
The Internal Revenue Code pro­
vides the investment credit for cer­
tain property having a useful life of 
at least three years. The credit ap­
plies only to property on which the 
taxpayer is allowed depreciation, or 
amortization in lieu of depreciation. 
Finally, the credit is limited to: (1) 
tangible personal property, (2) cer­
tain other tangible property not in­
cluding buildings and their struc­
tural components, (3) certain eleva­
tors and escalators, (4) certain 
agricultural or horticultural struc­
tures, and (5) some building 
rehabilitation expenditures.2
A close reading of the preceding 
paragraph suggests that a lessee is 
not allowed any credit on leased 
property, because the lessee is not 
allowed to depreciate such property. 
However, there is an exception to the 
general rule that allows a lessor to 
treat the lessee as purchaser of the 
property.3 The lessor may elect to 
pass part or all of the credit to the 
lessee.4 This election provides flex­
ibility so the credit can be made 
available to the party who can get 
the most benefit from it.5
Limitations on Pass Through 
of Credit
Two provisions limit the credit 
which a lessee can obtain by leasing 
property. First, the credit can be 
passed to the lessee only if the prop­
erty is new section 38 property.6 
Second, in computing the credit the 
lessee uses the life which the lessor 
uses for depreciation purposes.7 The 
impact of the second limitation can 
be explained with the following:
New equipment costing $12,000 
is acquired by a leasing com­
pany and immediately leased to 
ABC Company for five years, 
with ABC Company given the 
option to purchase the equip­
ment at the end of the lease. 
The lessor elects to pass the in­
vestment credit to the lessee. 
The equipment has a service 
life of ten years. The lessor will 
dispose of the property at the 
end of the lease, either through 
exercise of the purchase option 
by the lessee, or by regular sale 
of the equipment. In computing 
depreciation, the lessor will use 
an estimated life of five years. 
ABC plans to exercise the op­
tion and continue using the 
property for an additional five 
years.
In this example, even though ABC 
Company plans to use the property 
for ten years, it must use a five year 
life in computing the credit.
The limitation on the life of the 
property is important. The total cost 
of property qualifies for the invest­
ment credit only if the property has 
an estimated life of at least seven 
years. Only two-thirds of the cost of 
the property qualifies if the life is five 
or six years. The fraction is one-third 
if the life i, three or four years.8 In the 
example above, the use of a five year 
life by the lessor limits the lessee’s 
qualifying property to two-thirds of 
its cost. Thus, ABC Company claims 
the credit only on a cost of $8,000. 
The other $4,000 investment does not 
qualify for the credit.9
Purchase of Leased Property 
by Lessee
Variations in Amount of Credit 
Passed Through—The credit 
claimed by a lessee will vary de­
pending on the circumstances. If the 
lessor elects to pass the credit 
through to the lessee and uses a 
depreciable life of seven years or 
more, the lessee may get full benefit 
of the credit.10 If the lessor uses a 
depreciable life of six years or less, 
the lessee’s credit will be limited as 
described above. If the lessor elects 
to retain the credit, none of the credit 
will be available for the lessee. In 
either of these situations, a taxpayer 
who leases property and subse­
quently purchases that property 
needs to know the tax consequences 
of the purchase.
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The substance of a contract, 
rather than its form, is the 
basis of tax law related to 
leases.
New Section 38 Property—The 
statute allows the credit on new sec­
tion 38 property placed in service by 
the taxpayer during the year. 
Assume a lessee of new property 
fails to get the full benefit of the in­
vestment credit either because of the 
limitation related to the property’s 
depreciable life to the lessor, or 
because of the lessor’s failure to 
pass the credit to the lessee. Assume 
also that the lessee exercises an op­
tion to purchase the property within 
a short time after entering into the 
lease agreement. The lessee would 
seem to be placing in service new 
section 38 property, particularly if 
the lessee begins using the property 
and exercises the option in the same 
year.
The Internal Revenue Service was 
asked for advice about a case in 
which a taxpayer leased new section 
38 property, properly received the 
pass through of investment credit, 
and later purchased the property 
from the lessor. According to the IRS 
the lessee is treated as the 
purchaser only for purposes of sec­
tion 48(d) which permits the pass 
through of the investment credit. For 
other purposes, the lessor is con­
sidered the purchaser and original 
user. “In the instant case, the origi­
nal use of the property commences 
with the lessor in its leasing opera­
tions. Therefore, since the original 
use did not commence with the tax­
payer, the property is not ‘new sec­
tion 38 property’ when purchased 
and placed in service by the tax­
payer.”11 The result would be the 
same whether the equipment is pur­
chased in the same year in which the 
credit is passed to the lessee or in a 
subsequent year.
Used Section 38 Property—Sub­
ject to certain limitations, the invest­
ment credit is allowed for used sec­
tion 38 property placed in service. 
However, the exercise of a purchase 
option by a lessee is not considered 
an acquisition of used section 38 
property. According to the regula­
tion: “... where the lessee has been 
leasing property and subsequently 
purchases it (whether or not the 
lease contains an option to 
purchase), such property is not used 
section 38 property with respect to 
the purchaser because the property 
is being used by the same person 
who used it before acquisition.”12 
This causes harsh consequences 
where a lessor retains the credit, and 
later the credit is fully recaptured 
because of early disposition of the 
section 38 property. In such case, the 
benefit of the credit is not enjoyed by 
either the lessor or the lessee.
Tax Court Support of IPS Posi­
tion—The Tax Court recently sup­
ported an IRS interpretation of the 
statute.13 In the years 1971 through 
1973, a taxpayer entered into rental 
agreements for four items of equip­
ment to be used in the taxpayer’s 
construction business. The invest­
ment credit was not passed to the 
lessee. In 1972 and 1973, the tax­
payer elected to purchase all four 
items. Two of the items were rented 
and then purchased in the same tax 
year. The taxpayer claimed the cred­
it on all four items. The IRS con­
ceded that the equipment was sec­
tion 38 property. The taxpayer con­
ceded that the equipment was not 
used section 38 property, because of 
the regulation cited above. The tax­
payer contended that the property 
was new when he first used it, so he 
should be considered to have placed 
in service new section 38 property. 
The Tax Court agreed with the Com­
missioner that the lessor, not the 
lessee, placed the property in serv­
ice. Thus, the lessee was not entitled 
to any investment credit as a result 
of purchasing the equipment.
Lease vs. Installment 
Purchase
In the ABC Company example pre­
sented earlier, the lessee claims a 
limited amount of investment credit 
at inception of the lease, and 
receives no additional credit when 
the purchase option is later exer­
cised. Taxpayers in similar circum­
stances may be happy to get some 
credit, even though it is less than 
would be available if the property 
were initially purchased rather than 
leased. After all, these taxpayers 
receive a credit without actually ac­
quiring depreciable property. Closer 
analysis may reveal that this is an in­
accurate view of the situation. 
Assume the contract is noncancel­- 
lable and the option price is nominal 
in relation to the expected value of 
the property at the expiration of the 
lease. In that case, the leased prop­
erty will be reported in the financial 
statements as an asset because the 
accountant views the contract as an 
installment purchase.14 Does this 
viewpoint of the transaction also ap­
ply for tax purposes? The answer to 
this question is best seen by tracing 
the development of some legal con­
cepts related to leases.
Judicial and Legislative 
Attention to Substance Over 
Form
Supreme Court Decision on Lease 
Contract—In 1876, the U.S. Supreme 
Court was called upon to decide 
whether a particular lease arrange­
ment was in reality a lease or a sale 
of property. Illinois law provided that 
a vendor could retain a lien on prop­
erty only by recording the lien in ac­
cordance with the Chattel Mortgage 
Act. Conant and Company obtained 
the use of a locomotive engine 
through a lease arrangement. The 
lease contract required payment of 
rent totaling $12,093.96 over a period 
of one year. After making the last 
rent payment, Conant and Company 
was to receive title to the engine. The 
lessor did not record a lien on the 
property. During the term of the lease 
the engine was sold by a court to 
satisfy creditors of Conant and Com­
pany. The lessor claimed that the 
engine could not be sold in this man­
ner because Conant and Company 
was a lessee, not a purchaser. The 
Supreme Court stated: “Courts will 
always look to the purpose to be at­
tained by the contract rather than the 
name given to it by the parties in 
order to determine its real 
character.”15 The court then ruled 
that Conant and Company had ac­
tually bought the engine. The vendor 
had failed to comply with the Illinois 
Chattel Mortgage Act. Thus, the sale 
of the engine to satisfy creditors of 
Conant and Company was appropri­
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ate. This policy of considering the 
substance of a contract rather than 
its form was the basis for later 
development of tax law related to 
leases.
Early Income Tax Law—Beginning 
with the Revenue Act of 1913, the law 
has provided that taxpayers may 
deduct depreciation on business 
property in computing taxable in­
come. This act also allowed deduc­
tions for “ ... rentals or other pay­
ments required to be made as a con­
dition to the continued use of or 
possession of property.”16 At that 
time the law did not explicitly recog­
nize the problem of taxpayers 
purchasing property through lease 
financing agreements. With the 1916 
Revenue Act, Congress revised the 
sentence to read “ ... rentals or 
other payments required to be made 
as a condition to the continued use 
or possession of property to which 
the corporation has not taken or is 
not taking title, or in which it has no 
equity.” [Emphasis added]17 Where 
rental payments are large enough to 
build up equity in the leased proper­
ty, the government can require the 
taxpayer to capitalize the asset and 
deduct depreciation and interest 
rather than lease payments. This 
reclassification may increase tax­
able income in the early years of the 
lease contract.
Decision of Board of Tax Ap­
peals—The Board of Tax Appeals 
considered a case involving the 
lease vs. purchase question in 
1928.18 The taxpayer had entered 
into a lease contract in 1921 for 
some machines having a value of 
$26,650 at the inception of the lease. 
The taxpayer made rental payments 
of $24,000 over the thirty month 
lease, and then exercised the option 
to buy the property for $5,677.26. 
Although the lease term was only 
thirty months the lessee was using 
the machines five years after enter­
ing into the lease cotract. The Board 
of Tax Appeals disallowed the 
deduction of lease payments 
because the lessee was building 
equity in the leased property. For 
decades, guidance in classifying 
lease contracts as leases or 
purchases was found in case law.
Original IRS Guidelines for 
Classification of Leases—In 1955, 
the IRS issued a revenue ruling con­
taining guidelines for determining 
whether a contract is actually a 
lease or an installment purchase.19 
The ruling draws heavily from a 
number of court cases involving the 
controversy. Among the charac­
teristics suggesting that a contract 
is an installment purchase are:
1. rental payments materially ex­
ceeding fair rental property,
2. transfer of title upon payment 
of all rental payments required 
by contract,
3. an option price which is 
nominal in relation to the ex­
pected value of the property at 
expiration of the lease, and
4. rental payments and an option 
price which together approxi­
mate
(1) the price at which the 
property could have been 
purchased plus.
(2) interest or carrying 
charges.
When a taxpayer leases property 
with a contract containing one of 
these provisions, the IRS may re­
quire the taxpayer to capitalize and 
depreciate the property. The in­
troduction of the investment credit in 
1962 added to the significance of 
deciding whether a contract is a 
lease or a purchase. This is seen in a 
quote from a decision of the Tenth 
Circuit Court of Appeals: ”... the 
person who has the depreciable in­
terest is the one who can claim the 
credit.”20 Before enactment of the 
credit, taxpayers frequently 
preferred to view the agreements as 
leases where the lease payments ex­
ceeded depreciation and interest in 
the early years of the contracts. Now, 
taxpayers often find it desirable to 
structure leases so that they have 
depreciation and interest deduc­
tions, and the investment credit as 
well.
IRS Clarifies the Tax 
Consequences
In 1972, the IRS issued a ruling 
that explained the tax treatment of a 
transfer of section 38 property under 
a lease arrangement which is in sub­
stance a sale of personal property.21 
The rents received by the lessor are 
actually payments of part of the 
sales price and interest. Gain on the 
sale is recognized subject to the pro­
visions of sections 1231 and 1245 of 
the Code. The transaction is a dis­
position of section 38 property, thus
. the person who has the 
depreciable interest is the one 
who can claim the credit.”
subjecting the lessor to possible 
recapture of investment credit. The 
lessee is not entitled to a deduction 
of the rental payments, but is 
allowed deductions for depreciation 
and interest. The lessee can also 
deduct taxes and other costs associ­
ated with the ownership and use of 
the property. In addition, the lessee 
is considered to have purchased 
used section 38 property, and is en­
titled to claim the investment credit.
The reader will recall that provi­
sions of the law relative to pass 
through of investment credit to the 
lessee require that (1) the property 
be new, and (2) the useful life for 
computation of qualifying property 
be the useful life to the lessor. 
However, in the example described 
in this revenue ruling, the lessor is 
not passing the credit through to the 
lessee. The lessee has actually 
purchased the property and is en­
titled to the credit regardless of the 
actions of the lessor. So, the lessee 
gets the investment credit even 
though the property is not new. In ad­
dition, the useful life for purposes of 
computing the credit is the useful life 
to the lessee rather than the useful 
life to the lessor.
Summary
In a lease transaction, the invest­
ment credit on the leased property 
may be passed from the lessor to the 
lessee provided two conditions are 
met. First, the lease property must be 
new section 38 property. Second, the 
lessee must use the property’s useful 
life to the lessor in computing the in­
vestment credit. The second condition 
prevents the lessee from getting 
maximum possible investment credit 
in certain cases. A lessee cannot get
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additional investment credit by 
purchasing leased property after 
being denied the credit because of 
lessor's failure to pass the credit 
through or because of the limitation 
related to lessor's useful life.
However, as this article has dem­
onstrated. statutory law, case law, 
and revenue rulings support the view 
that certain types of leases should 
be accounted for as installment 
purchases of property. With these 
leases, the credit is available to the 
lessee whether the property is new or 
used, and the credit on the leased 
property is computed based on the 
useful life to the lessee. Also, the 
credit to the lessee is not contingent 
on the lessor electing to pass the 
credit through.Ω
NOTES
1Special Analysis: Budget of the United 
States Government — Fiscal Year 1980. Office 
of Management and Budget, pp. 208, 209.
2lnternal Revenue Code, Section 48(a) (1).
3I.R.C., Section 48(d) (1).
4Usually, the lessee is considered to have 
acquired all of the leased property if the 
lessor elects to pass the credit to the lessee. In 
this case, the credit will be available only to 
the lessee. If the lessor does not elect to pass 
the credit to the lessee, the credit will be 
available only to the lessor. However, a 
special rule applies to short-term leases, i.e. 
leases which: (1) are not net leases, (2) have a 
term less than 80 percent of the life of the 
leased property, and (3) apply to property hav­
ing a class life in excess of e4 years. With a 
short-term lease for which a pass-through 
election is made, the lessor is treated as hav­
ing acquired part of the property and the 
lessee is treated as having acquired the re­
mainder. In this case, the credit is divided be­
tween the lessor and the lessee. See Sec. 
48(d) (2).
5The focus of this article is the application 
of the investment credit in situations involving 
leased property. The maximum credit which 
can be claimed for 1980 is $25,000 plus seven­
ty percent of the liability in excess of $25,000. 
These and other limitations not uniquely ap­
plicable to leasing are generally ignored in 
this article. Also, problems associated with 
noncorporate lessors, short-term leases and 
some other leasing situations are beyond the 
scope of this article. Finally, the detailed 
reporting requirements which must be met by 
lessor and lessee in order to elect pass- 
through of the credit from this article.
6lnvestment credit is allowed on used sec­
tion 38 property purchased by a taxpayer. The 
amount of such property used in the computa­
tion of qualified investment is limited to $100.- 
000 per year. However, the leasing of used 
property does not qualify the lessee for pass- 
through of the investment credit.
7I.R.C., Section 48(d) (3).
8I.R.C.. Section 46(c) (2).
9lf this case involved a five year lease and a 
ten year useful life to the lessor, the lessee 
would get the full benefit of the credit. Later 
exercise of the purchase option would not be 
a disposition of section 38 property and 
therefore would not require recapture of the 
investment credit. However, failure to exer­
cise the purchase option would result in 
recomputation of investment credit based on 
five-year life, with the difference between the 
recomuted amount and the amount originally 
claimed being recaptured. See Reg. 1.47-2(b) 
(2) (iii).
10The lessee will not get full benefit of the 
available credit if the lease is a short-term 
lease. See footnote no. 4.
11Rev. Rul. 74-1, 1974-1, CB 5.
12Reg. 1.48-3.
13Haddock v. Commissioner, 70 TC No. 50
14Professional Standards — Volume 3 
(Chicago: Commerce Gleaming House. Inc.), 
para. 4053.007.
15Hervey v. Rhode Island Locomotive 
Works, 93 U.S 664 (1876).
16J. S. Seidman, Seidman's Legislative 
History of Federal Income Tax Laws, 
1938-1961, (New York: Prentice Hall, Inc.), p. 
992.
17lbid, p. 961.
18Holeproof Hosiery Co. v. Commissioner, 
11 B.T.A. 547.
19Rev. Rul. 55-540, 1955-2 CB 39.
20Lockhart Leaseing Co. v. U.S., 71-1 USTC
21 Rev. Rul. 72-408, 1972-2 CB 86.
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For more information and a sample 
startup kit. call now. toll free. 
800/638 9390 In Maryland, call 
301/727-4600
PBS will provide
• Training Seminar • Computer Service
• Starter Kit • Annual Tax Guide • Mar­
keting Film • Support & Consultation
• Fairchild Projector • Wats Line
Dial-An Answer" • 3.000 Qualified 
Leads • Monthly Tax Newsletter • Sales 
Presentation Kit • Travel. Meals & 
Lodging • Training Manuals • Your In- 
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Total Investment $10,500
Housing For New 
Life Styles
Risks And Rewards In Real Estate Investment
by Patricia Shannon
Gold, silver, equities, money- 
market deposits, bonds, fine art, an­
tiques, precious gems, real estate: 
the accounting profession is forced 
to give serious consideration to an 
eclectic group of investments. Per­
sonal estate growth, or simply 
capital maintenance — the “staying 
even” concept — is more prob­
lematical, day by day. Accountant- 
client relationships are bettered 
when the accountant can 
knowledgeably discuss current 
market trends while leading up to 
ethical referral of the client to expert 
investment counsel, or in the case of 
real estate to a Realtor®. Alertness to 
changing conditions also awakens 
the accountant to opportunities for 
personal risks and rewards.
During the period of 1977-79, and 
even earlier, there was constant at­
tention by the information media to 
the recession. Yes, it did finally oc­
cur in late 1979, but there was much 
growth in many investment areas, 
and especially in real estate, during 
the 1977-79 period. Of course scare 
tactics sell books, but do scare tac­
tics make individuals so apprehen­
sive that they avoid taking calcu­
lated risks that may furnish better 
returns on money? It should be 
remembered that calculated risk 
differs from person to person, ac­
cording to nervous structure, age, 
and conditioning. Knowledge can 
make calculated risk manageable, 
not only for oneself but for one’s 
client.
One of the ironic bits of informa­
tion gleaned from stock investing in 
the late 1920s was that many people 
put their life savings into a “sure 
thing” without even knowing the 
product that their dollars would help 
produce, or how it would fit into the 
nation’s economic picture. Today, 
even more extensive knowledge is 
needed as America’s economic 
structure is increasingly affected by 
world-wide events. Regardless of 
what investment pattern is con­
sidered, action should be delayed 
until the base knowledge is per­
fected, and it often will be necessary, 
or at least consistent, to allot time for 
the continuation of knowledge. No 
longer can the acquisition of any 
profitable investment be tucked 
away in the back of the mind, once 
the purchase is made. When times 
change, investment patterns must 
also change.
It makes no difference whether in­
vestment is in the equity market, in 
diamonds, gold, fine arts, real estate, 
or some combination of these; the 
winnings will accrue to the 
knowledgeable. Along with keeping 
up-to-date in knowledge the investor 
must practice patience, and re­
nounce greed. Patience concedes 
the golden opportunity lost and even 
though there may be a lump in the 
throat the mourner is consoled by 
the information gained in ex­
perience. Renunciation of greed 
affords release from sleepless nights 
that mark the plotting and panting 
after the highest possible profit.
Real estate has been one of the 
most talked about investments in the 
past few years. Everyone knows 
someone who has doubled or tripled 
money invested in a home or income 
property. Losses in real estate have 
been anomolous, atypical. What is of 
interest is whether the booming real 
estate market will continue. This arti­
cle limits itself in scope to residential 
real estate, whether acquired for per­
sonal use or for the production of 
income.
Will residential real estate be a 
good investment in the decade of the 
eighties? What are the advantages, 
and the disadvantages?
Advantages
The good earth with the dwelling 
thereon represent a tangible invest­
ment, which economists advise hold­
ing in times of monetary instability. 
Ownership gives emotional satisfac­
tion . . . doesn’t everyone talk about 
“my home’’, or “my apartment 
house”? And certainly many, many 
more of those owners are female 
since the easing of credit restrictions 
for women. The potential for capital 
gains is there, and as long as in­
come tax laws continue to favor real 
estate possession it makes an ex­
cellent tax shelter.
Disadvantages
Real property is a tangible asset, 
but unlike gold or fine art it demands 
constant maintenance and updating. 
Also, it does not have mobility nor 
does it have instant liquidity. It has a 
way of subtly tying itself into the 
heart strings of the owner so that 
there is too heavy an emotional en­
tanglement when it comes time to 
sell. And, of course, the bubble in 
real estate values could burst. 
Further, there could be adverse 
changes in income tax laws con­
cerning depreciation deductions 
and capital gains taxability. While 
tax changes seem unlikely they do 
depend on the political climate.
Advantages
When economists speak of the 
stability of real estate in times of an 
unsettled economy they are speak­
ing in relatives, not in absolutes. A 
good piece of property may, indeed, 
shrink in value during economic 
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The three most important 
words in real estate appraisal 
are location, location and 
location.
crisis but rarely would it become 
valueless, as has happened to 
money more than once during troub­
led periods in the world’s history.
Real estate purchases in the tradi­
tional mortgage pattern may be 
thought of as similar to the purchase 
of stock on margin. Neither transac­
tion requires the full purchase price 
at its inception and, assuming that 
the price of the stock does not 
decline below its market value at ac­
quisition date, the main difference in 
full payment for real estate versus 
margin stock is one of time. 
However, the recent recession and 
concurrent high interest rates have 
given lending institutions an incen­
tive for a break in traditional 
mortgage patterns. There is more 
and more talk of roll-over interest 
rates, variable interest rates, longer 
mortgage life, and the sharing of 
resale profits with the lending 
organization. These changes, in 
themselves, do not necessarily paint 
an unfavorable picture for the 
investor.
Current literature of the doomsay­
ing variety points out that real estate, 
like all established values, is 
vulnerable to sociological crisis. 
However, a perceptive suggested 
hedge is real estate investment away 
from hugh metropolitan sectors. Ur­
ban concentrations have great 
susceptibility to civil unrest and 
population shift, which result in the 
erosion of substantial tax bases and 
a ripple effect in the downgrading of 
real estate values. Admittedly, the 
metropolis has both cultural and 
business opportunities that residents 
may regret leaving but there is in­
finite potential for the good life in 
large towns, or the smaller cities.
To build on the thought above, the 
three most important words in real 
estate appraisal are location, loca­
tion and location. Location, 
wherever it is, has to mean more 
than status. It must mean good 
schools, a good police department, 
good fire protection, and an ade­
quate tax base to furnish those and 
other desired services in the future. 
The knowledgeable investor must 
chose a location that is close 
enough for frequent review, both as 
to the immediate environs and as to 
overall changes in the community. 
Even within large metropolitan areas 
there are suburbs that have all of the 
desirable service and tax base 
qualities. Paradoxically, the inner- 
city has been pooh-poohed by many 
but the same inner-city is considered 
by other well qualified investment 
analysts to contain the biggest po­
tential for real estate profits, 
especially if energy costs continue 
to escalate.
In these days of so-called per­
sonality fragmentation, real estate 
does warm the heart and does iden­
tify the owner as a settled person. 
Conservative employers look 
positively at the home owner as hav­
ing greater stability and less 
mobility. In fact, many corporations 
encourage employee home owner­
ship and try to minimize owner dis­
tress at time of transfer to another 
community. Such corporations are 
clients of a fast growing industry, 
called “third party” relocation man­
agement firms. Typical of the new in­
dustry are Merrill Lynch Relocation 
Management, Inc., and Employee 
Transfer Corporation, both of whom 
will buy an employee’s home at fair 
market value and then resell it.
There is abundant evidence of the 
heart warmed by the possession of 
real estate. In conversation one often 
hear’s a person speak of my home, 
or my apartment house. Rarely does 
one hear an individual speak fondly 
of my A.T.&T. stock. Emotional at­
tachment is a big factor in the con­
tinuing rise in real estate prices. 
And, as noted earlier, women who 
would never have considered owner­
ship as short a time as five years ago 
are entering the market now, and 
becoming real estate owners either 
on a personal basis or an investors.
Tax Benefits
The rosy glow of home ownership 
should not for one minute distract 
the owner from the potential for 
capital gains. Income tax laws favor 
both home ownership, and/or owner­
ship of rental income property, and 
the ultimate sale of such properties. 
Of course expenditures for property 
taxes and mortgage interest are 
deductible from the tax base, and for 
the home-owner tax laws offer exclu­
sion from capital gains tax as long 
as another home, like or better, is 
purchased, and the additional 
forgiveness for over-55 owners of 
$100,000 capital gains on a one-time 
only basis. Income property owners 
enjoy liberal depreciation 
allowances on investment property 
and tax shelter inherent in income 
property is best realized with the 
utilization of some form of acceler­
ated depreciation. The corollary to 
rapid write-off is then a prompt 
resale of the property. Most investors 
in income property are so imbued 
with the short-term concept that they 
buy with the assumption of resale in 
five years or less.
The new IRS installment sales law 
for real estate repeals the earlier 
30% down payment ceiling, and is 
retroactive to January 1, 1980. The 
gain percentage continues to be ap­
plied to the down payment, even 
though that payment may be well in 
excess of 30%. If, for instance, the 
selling price of $100,000 represents 
recovery of a cost of 25% plus a gain 
of 75%, a down payment of $50,000 
will be taxed as $37,500 gain, with 
the balance of $12,500 considered a 
non-taxable return of capital.
Disadvantages
The biggest problems with real 
estate are its illiquidity and im­
mobility. If the need to sell is urgent, 
the timing may be bad, i.e., interest 
rates may be prohibitively high or 
mortgage money may be lacking. It 
may even be in those months of the 
year when property moves slowly. 
Money that is tied up in the equity of 
property cannot be used for any 
other purpose (although if enough 
equity has been built up the property 
can be financed, but this does in­
volve additional expense in closing 
costs.)
Another disadvantage is related to 
maintenance and management, 
which can be a problem with a single 
family residence but will become a 
crucial trouble factor in income pro­
ducing residential property unless 
some provision is made to solve it. It 
is feasible for the owner to maintain 
a modest apartment house but in­
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creasing the number of units will, at 
some point, necessitate the hiring of 
maintenance and managerial help. 
Even with owner management there 
must be some emotional contain­
ment of inconvenience of arranging 
for service and repairs. It is difficult 
for a potential investor to decide how 
big is too big for comfortable owner­
ship of property.
The emotional aspect of real 
estate can be a major disadvantage. 
Property owners often refuse to rec­
ognize the social and/or economic 
factors that may contribute to the 
downpricing of their property, and 
continue to retain the property 
because it is home, or because it is 
an inherited apartment and “if this 
apartment house was good enough 
for Dad it is good enough for me.”
Social changes mean changes in 
various kinds of desirability. For ex­
ample, thirty years ago a corner lot 
was highly attractive. Today a corner 
lot is not as desirable because it 
lacks privacy and usually has a 
small back yard. The present day 
buyer is not interested in a one-bath 
home, and is dismayed if the house 
lacks a first floor family room. 
Changing traffic patterns or 
encroaching industry may have 
made an area very noisy. An apart­
ment building may not have safety 
provisions that are adequate for to­
day’s conditions. An area that has 
traditionally been the residence of 
single families may gradually 
become a two-family residential 
area. Prices may deteriorate with the 
overbuilding of certain types of resi­
dential property such as con­
dominiums, a familiar sight of the 70s 
in many vacation areas. Deteriora­
tion of schools or the rise of crime in 
an area will diminish the value of 
residential property, even in the eyes 
of a long-time owner.
Disarming the Disadvantages
Some of the detrimental factors 
can be changed. Before remodeling 
is actually contracted, however, the 
owner should seek advice from a 
number of sources, including the ad­
vice of a Realtor. (A Realtor® is a 
person who is a member of the Na­
tional Association of Realtors® and 
subscribes to this national associ­
ation’s Code of Ethics.) Too often an 
addition, such as a first floor family 
room, adds nothing to the sale value 
of a house because of its placement. 
In fact, it can often diminish the 
value of a home if it is placed too far 
from the kitchen, or if access to it re­
quires passage through the living 
room. The addition of a second 
bathroom in each apartment of a 
multi-family dwelling is a negative 
investment in a neighborhood where 
the rents cannot be raised to ac­
comodate this luxury. The poorly 
placed family room, and gratuitous 
extra bathrooms, or any similar addi­
tion constitute value in use, but 
mean absolutely nothing in real 
value and will put no money in the 
owner’s pocket.
Doomsayers predict a break in the 
real estate bubble but history shows 
that real estate has generally risen in 
price over the years, and in recent 
years it has risen substantially. The 
danger of price erosion is greater for 
speculators because speculators, by 
definition, are greater risk takers. A 
prudent investor with consistent 
study of the market does not assume 
the same posture.
Before turning away from the 
scary thought of the bursting bubble 
it may be useful to compare the psy­
chology of people who dream of 
making enormous wealth in real 
estate, and those who are content 
with a good return on their invest­
ment. There are many real estate 
seminars, and many more books that 
only appeal to greed; there are also 
many seminars and books on bona 
fide real estate transactions. It may 
further temper the craving for instant 
bounty if the buyer considers the 
proportionate share of investment 
held by the lending institution, prob­
ably a savings and loan association. 
Normally the title holder has con­
tributed only 20-25% of the total 
purchase price. It is illogical to ex­
pect a sumptuous personal return on 
the investment of a second party.
While thinking of savings and 
loans institutions, a prospective in­
vestor might reflect on the inconsist­
ency of parking extra money in 
money-market instruments, and then 
decrying the lack of mortgage 
money when the perfect property at 
an acceptable price does come into 
view. Money-market deposits do not 
usually supply mortgage money to 
the community. Savings and loan in­
stitutions do provide mortgage 
funds.
Mortgage money help has ar-
It is illogical to expect a 
sumptuous personal return on 
the investment of a second 
party to a transaction.
rived recently from the Federal Na­
tional Mortgage Association which 
has decided to help seller-financiers. 
When a seller elects to assume the 
mortgage at a bargain interest rate, 
to encourage the sale, it is hard to 
turn the investment into cash should 
the need arise, unless the seller is 
willing to take a large discount. Now 
Fannie Mae will buy the mortgage — 
but only if it complies with strict 
lending principles and is negotiated 
with a qualified savings institution 
who, presumably, made the early 
arrangements, and if the mortgage 
carries a normal 20-30 year payment 
plan with no balloon provisions. A 
mortgage broker or savings and 
loan association can best advise a 
prospective seller as to the complex­
ities of the new program.
Risk Taking
Real estate ties up a substantial 
amount of money and, like any in­
vestment, carries some risk. It is one 
thing, psychologically, to risk $2,000 
in the equity market or in bonds and 
quite another to deposit ten times 
that amount on a piece of property, 
plus agreeing to pay for the balance 
on a mortgage plan. Women in par­
ticular have not been conditioned to 
accept risk as part of fortune-finding.
There are ways to make all things 
possible, and even to dilute the risk. 
“Creative financing” is a current 
buzzword, explored in its many 
angles in both popular and technical 
periodicals. “Co-purchasing” is a re­
cent addition to real estate vernacu­
lar and means just that. Two couples 
or several individuals team up to 
jointly buy a condominium or urban 
townhouse or even a country manor 
that they could not otherwise afford. 
Any sensible person will engage 
legal service in drawing up an 
agreement as to duties, obligations 
and privileges, as well as disposition 
possibilities before investing with a
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What kind of housing is going 
to appeal to an older 
population?
group. A word to the wise: houses 
last longer than some marriages so 
a married co-purchaser should in­
clude a single exit provision, just in 
case.
One interesting risk maneuver 
originated by the savings institutions 
is known as the shared appreciation 
mortgage (SAM), and is designed to 
ease the high interest drain on home 
buyers, and at the same time give the 
lender a chance to share in the infla­
tionary rewards on resale. It is out­
lined below for the affluent investor 
who may wish to utilize some of the 
monies presently on deposit and 
eroding in value:
1) Find a prospective buyer(s), im­
pecunious but upwardly mobile 
and with an A-1 credit rating.
2) Extend a loan for the entire 
purchase price of a modest 
house in a good location, con­
tingent upon the buyer’s agree­
ment to:
a. resell in three years or less, 
and
b. repay the loan in a pattern 
based on normal mortgage 
time horizons, at an agreed 
rate of interest that is lower 
than the prevailing rate, and
c. Split the profits (losses) with 
the lender in a mutually 
agreed ratio, usually 50/50.
The reader will recognize this 
strategy as a real estate version of 
the convertible bond hedge against 
inflation: some interest is forfeited in 
expectation of a rising market and 
consequent conversion with a 
capital gain.
The Rest of the Decade
The problems of high inflation, 
high unemployment and dwindling 
energy supplies must be solved in 
the political arena. Other problem 
areas, more correctly identified as 
social phenomena, can present 
great opportunities for the real 
estate investor.
A Nation of Oldsters
It is evident that the population of 
the United States is becoming older, 
and not only older but far more 
healthy and vigorous than its ances­
tors. Many advertised products are 
promoted today not by some lissom 
miss, but by an older, fatter 
temptress. The message is to the 
older buyer, more often than not. 
Aspirin, for instance, was tradi­
tionally the remedy for headaches 
only; now T-V commercials regularly 
stress its arthritis relieving proper­
ties. Media marketeers know on 
which side their bread is buttered, 
and their recognition of major 
customer segments can be a pro­
ductive hint for real estate invest­
ment.
What kind of housing is going to 
appeal to an older population? Will 
the elderly stay in the family home 
longer; will they be troubled with the 
continued maintenance on that 
home? If they are dissatisfied, what 
changes will they make? Can they 
be satisfied with a home smaller 
than the one to which they are ac­
customed? What compromises will 
they accept?
Will two spacious bedrooms com­
pensate for four bedrooms of 
average size? Is the first floor family 
room expendable? During the 50s 
one-floor-plan houses were im­
mensely popular although their 
popularity is waning today. Will they 
continue to appeal to older people 
who can no longer cope with a large 
two-floor home and must concede 
the inroads of time on knee joints 
and hearts? Will the elderly change 
their entire style of housing? Will 
carefree renting be a more satisfac­
tory mode of life?
Can oldsters take to heart the 
message of recent books that advise 
spending one’s own inheritance? 
For many, the thesis goes, their 
equity in their home is their savings 
and they should not feel guilty about 
spending the storehouse of a 
lifetime.
Proceeds from selling the home­
stead may be reinvested at interest 
then withdrawn in an annuity pattern 
of periodic payments, to supplement 
monthly social security benefits and 
any other assured income, such as a 
company pension. A quick actuarial 
application of life expectancy, in 
months, as a divider into lump sum 
proceeds will indicate the amount 
that may be safely withdrawn for one 
person, per month. If both members 
of a couple survive the divider must 
include both life expectancies, in 
months. Interest accrual on the 
declining balance over the years will 
delay exhaustion of the money reser­
voir, of course. Such a liquidation 
and withdrawal plan may not be 
highly popular with potential heirs to 
the estate but the process can 
change retirement from meager ex­
istence to gracious living.
So the older couple agree that 
home ownership is no longer for 
them. Where are they going to live? 
Will they want an apartment? Would 
a mobile home, with possibility of 
permanent installation in a tourist 
park, be more to their liking? Would 
they prefer some small communal 
dwelling where they, and a few con­
genial tenants, would each have a 
personal, private area but share 
meals and companionship in a com­
mon area? Or when only one mem­
ber of a couple survives, or when 
age and infirmity have limited the 
capacities of both, will the housing 
solution be a senior citizen home 
that provides total care for the rest of 
life? What possibilities for real 
estate investment accompany this 
phenomenon of an aging nation!
The Young Point of View
The much discussed housing 
shortage stems, in part, from the post 
World War II baby boom. Cyclical 
birth rate patterns must be con­
sidered by any astute real estate in­
vestor, and in that connection one 
should bear in mind that 1990 is pre­
dicted as the beginning of a 
decidedly lower birth rate era.
Today’s young adults are better 
educated, more highly motivated 
and more upwardly mobile than their 
parents. Most of them were reared in 
the tradition of home ownership. 
Young women today insist that they 
are whole persons and entitled to a 
full life, whether in family building or 
in a career, or both. Young people 
eat more meals out than their 
parents did. They segment their 
lives, expect to have more than one 
career and more than one type of 
housing over their life-span, and 
they are accustomed to instant 
gratification.
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Given those well-known facts, the 
investor must estimate the probable 
housing pattern for young adults. 
Will they become house-poor, as 
their parents were at the same age, 
or will they refuse to yield on non-es­
sentials such as extra meals out that 
might help pay the monthly 
mortgage installments? If they do 
acquire property will they fix it up so 
that it will bring a greater return on 
investment when it is resold? And 
what about young wives? Will their 
newly raised consciousness accom­
modate to the restrictions, and occa­
sional nuisance, of home ownership 
maintenance?
According to statistics compiled 
by the National Association of Real­
tors®, in 1979 more than 200,000 
homes nationally were bought by 
single women — women who were 
divorced, widowed or unmarried. 
The present trend toward home 
ownership by single men and women 
is a fast-growing phenomenon. Does 
that mean that they will drift away 
from rental property? Probably not, 
but if they do prefer to rent they also 
will expect luxurious extras such as 
swimming pools, tennis courts, near­
ness to transportation, and special 
provisions for safety and privacy.
Mature owners of personal homes 
will eventually be selling to the 
younger market, and will have to sell 
to them on their terms. If the home is 
outdated with out-of-fashion paint­
ing and papering, money must be 
spent to bring it into harmony with 
young decorating ideas. If the 
kitchen is the original one, owners 
who are a few years away from 
retirement can remodel and enjoy 
the results in the interim, knowing 
that the investment will be recouped 
at time of sale. Young buyers want 
air conditioning, so if a weary fur­
nace must be replaced it is prudent 
to install air conditioning at the 
same time. For the next ten years 
there probably will not be enough 
good single family homes to meet 
the demand, unless building starts to 
increase.
What is the composition of the 
family of the 80s? Fifty years ago the 
home usually contained at least one 
grandparent, the mother and father, 
and all unmarried children. That is 
no longer the case. Grandparents 
still enjoy seeing their grandchildren 
and like to have enough room for 
them to stay overnight, but they 
neither want to live with their 
children nor babysit with their grand­
children on a regular basis. Parents, 
in too many cases, are divorced and 
maintaining two households. 
Smaller children are with one parent 
or the other, college age children are 
in their own apartments on the cam­
pus and even if they return home 
after graduation it will be for a 
limited time and only until financial 
independence is a reality. Even non­
students in late teens are apt to 
share an apartment with a friend; 
meanwhile the youngsters of the 
household observe the exodus and 
yearn for their own freedom. From 
grandparents to toddler, there may 
well be five households where one 
used to suffice.
Bringing It All Together
Clearly, housing for the 80s offers 
a great array of investment oppor­
tunity. Appreciation of property is 
almost a foregone conclusion, yet 
immediate returns will vary accord­
ing to the knowledgeability of the 
buyer. One can opt for rental service 
to the elderly and buy a trailer court 
close to transportation, or an almost- 
like-home boarding house, some 
units in a good senior service village 
complex, or a traditional apartment 
house. If catering to young adults 
seems more promising the choice 
must be made for a single family 
home, a condominium, an apartment
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near college, or an apartment house 
in a fashionable neighborhood, lux­
uriously equipped with extras. Risks 
and financing may be assumed 
alone, or shared with others.
Risk, as was pointed out in early 
paragraphs, is minimized by 
knowledge. A brief list of suggested 
reading supplements this article. 
When the lack of knowledge of a po­
tential real estate investor yields to a 
reasonable gathering of information 
it is time to consult a Realtor®, and 
perhaps an attorney if buying and 
holding arrangements tend to com­
plicate an investment program. A 
qualified Realtor® is recognizable by 
the designation GRI (Graduate, 
Realtor Institute), or CRS (Certified 
Real Estate Specialist). These peo­
ple study real estate on a continuing 
basis and upgrade their talents 
regularly to match the sophistication 
of the 80s buyers and sellers. Ω
Suggested additional reading
Weekend Real Estate Investor by 
Weston Hatfield, McGraw-Hill Book 
Co., 1978.
Crisis Investing: Opportunities 
and Profits in the Coming Great 
Depression by Douglas R. Casey, 
Stratford Press, 1980.
Inherit Your Own Money by Elmer 
Otte, David McKay Company, Inc. 
1978.
How To Prosper During The Com­
ing Bad Years by Howard J. Ruff, The 
New York Times Book Co., Inc., 1979.
Nothing Down: How To Buy Real 
Estate With Little Or No Money Down 
by Robert G. Allen, Simon & 
Schuster, 1980.
Houses: The Illustrated Guide to 
Construction, Design and Systems 
by Henry S. Harrison, Realtors (R) 
National Marketing Institute, 1973.





An Experiment in Reporting Price Level 
Adjustments
By Mary R. Golden
Most accountants are aware of the 
expressed problems with traditional 
historical cost accounting and the 
leading proposed solutions, i.e. 
general price-level accounting and 
current value accounting. It is 
difficult, however, to keep current in 
all phases of our profession and 
those who do not teach financial ac­
counting or work with large firms 
may not be aware of the current 
reporting requirements concerning 
price-level changes and their impact 
on a company’s financial position. 
With this in mind, the following is a 
review of Statement of Financial 
Accounting Standard No. 33, “Finan­
cial Reporting and Changing 
Prices,” published by the Financial 
Accounting Standards Board (FASB) 
in September 1979.(1)
Introduction
Since, in the Board’s own words, 
this Standard is experimental, the re­
quired disclosure is on a supplemen­
tal basis only. The primary financial 
statements will continue to be based 
on the traditional historical cost con­
cept. The reasons for retaining 
historical cost, according to the 
FASB, are:
1) It is fitting that the financial 
statements depend on actual 
transactions of the enter­
prises because those transac­
tions determine the change in 
owners’ equity in the long run.
2) Historical prices generally are 
the result of arms-length 
bargaining; they provide a 
basis for reliable measures of 
the results of transactions. 
Accordingly, these figures 
can be verified.
3) Users’ understanding of the 
effect of changing prices may 
be enhanced if they are able 
to compare the measurements 
in the primary financial state­
ments with measurements 
that reflect changing prices.
4) Users are accustomed to the 
present financial statements.
Also, due to the experimental 
nature and the cost that would be in­
curred in the production of the infor­
mation required, the board decided 
to require only large, public firms to 
disclose the supplemental data. 
Large is defined as those firms with 
either (1) inventories and property, 
plant and equipment (gross) 
amounting to more than $125 
million, or (2) total assets amounting 
to more than $1 billion at the begin­
ning of the year. The reasoning was 
that many large firms were already 
preparing certain data for the 
Securities and Exchange Commis­
sion and they had the accounting 
systems and personnel to provide 
the information.
The Board believes that informa­
tion on changing prices is necessary 
in order to (1) allocate resources effi­
ciently, (2) increase investor and 
creditor’s understanding of the past 
performance of an enterprise, (3) 
provide important information to 
people in government who partici­
pate in decisions on economic 
policy, and (4) promote a better un­
derstanding by the general public of 
the problems caused by inflation. 
Further, numerical information, such 
as required in this Standard, will 
have more impact than various writ­
ten explanations by management 
concerning the effect of inflation on 
the company.
The Board members deliberated 
over whether the effect of general in­
flation or specific inflation was more 
important and, therefore, should be 
disclosed to the readers of the finan­
cial statements. In typical committee 
fashion, they concluded that both 
types of information are likely (their 
words) to be useful. This conclusion 
was based on comments solicited 
during the exposure draft period. In 
general, preparers of financial state­
ments, e.g. accountants and com­
pany management, felt that general 
price-level changes only should be 
disclosed in the financial state­
ments; while users of financial state­
ments expressed a preference for in­
formation concerning specific price­
level changes.
The terminology used in Standard 
No. 33 differs somewhat from pre­
vious reports and general literature 
on the subject of price-level 
changes. Traditional reporting is 
referred to as a “historical 
cost/nominal dollar” system. Infor­
mation adjusted for changes in the 
purchasing power of the dollar is 
termed “constant dollar” account­
ing. Constant dollar accounting is 
synonymous with general price-level 
or general purchasing power ac­
counting. The Consumer Price Index 
(CPI) was chosen as an indicator of 
the change in purchasing power.
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The third “new” term used is “cur­
rent cost” accounting. Current cost 
differs from current value account­
ing, according to the Board, in that 
current cost is concerned only with 
the measurement of assets owned by 
an enterprise. Current value ac­
counting, on the other hand, implies 
not only measurement of assets, but 
also recognition of gain or loss due 
to the change in measurement of the 
asset. Under SFAS No. 33 the in­
crease or decrease in the current 
cost of assets is not to be included in 
income from continuing operations. 
By adopting the new phrase, current 
cost, the Board has retained the tra­
ditional realizaion concept and 
hopes to sidestep one traditional 
criticism of current value account­
ing, i.e. recognition of pre-realiza­
tion revenue.
Reporting Requirements
Table 1 is a summary of the dis­
closure requirements mandated by 
Standard No. 33. The following is an 
explanation of the methodology that 
must be used in arriving at the re­
quested information.
Current fiscal year reporting
The first requirement is to disclose 
the current fiscal year’s income from 
continuing operations on a historical 
cost/constant dollar basis, using the 
average dollar for the year. The only 
components of income from continu­
ing operations that must be adjusted 
for general inflation are cost of 
goods sold, depreciation, depletion, 
and amortization. All other items, in­
cluding income tax expense, are not 
adjusted. The Board stressed 
throughout the Standard that this 
reporting was on an experimental 
basis and, as such, estimates and 
approximations would be allowed. 
Since cost of goods sold and 
depreciation, depletion, and amor­
tization would be affected by infla­
tion more than other revenue or ex­
pense items, these are the only items 
requiring adjustment. The average 
dollar is used as a basis rather than 
the end of the year dollar. This is 
because a majority of revenue and 
operating expense items are already 
expressed in average year dollars. 
The adjusted cost of goods sold, 
depreciation, depletion and amor­
tization then would be on a consis­
tent basis with other income items. 
This internal consistency would pro­
vide a better approximation of in­
Table 1
Reporting Requirements Under SFAS #33
I. Current Fiscal Year
A. Income from continuing operations on a historical cost/constant dol­
lar basis, using the average dollar for the year. Must disclose changes 
in cost of goods sold, depreciation, depletion, and amortization.
B. Purchasing power gain or loss on net monetary items.
C. Income from continuing operations on a current cost basis.
D. Current cost amounts of inventory and property, plant and equipment 
at the end of the year.
E. Increases or decreases for the current fiscal year in the current cost 
amounts of inventory and property, plant and equipment, net of 
general inflation.
II. Five Most Recent Fiscal Years (stated either in average year dollars for the 
current fiscal year or 1967 dollars)
A. Net sales and other operating revenues.
B. Historical cost/constant dollar information:
1. Income from continuing operations.
2. Income per common share from continuing operation.
3. Net assets at fiscal year-end.
C. Current cost information:
1. Income from continuing operations.
2. Income per common share from continuing operations.
3. Net assets at fiscal year-end.
4. Increase or decrease in current cost amounts of inventory and 
property, plant and equipment, net of general inflation.
D. Purchasing power gain or loss on net monetary items.
E. Cash dividends declared per common share.
F. Market price per share at fiscal year-end.
G. Consumer price index (CPI) used for measurement of income from 
continuing operations.
III. Narrative explanations of the inflation adjusted information.
come from continuing operations on 
a constant dollar basis with a 
minimal adjustment of accounts. An 
exception to the use of the average 
dollar is allowed when companies 
prepare complete financial state­
ments on a constant dollar basis. 
These companies can report on an 
end-of-the-year dollar basis.
Purchasing power gains or losses 
on net monetary items must also be 
disclosed. Again, in order to ex­
pedite the gathering of this new in­
formation, the Board has provided a 
short cut approach to the calculation 
of the purchasing power gain or 
loss, as shown in Table 2. This 
method arrives at an approximation 
of the purchasing power gain or loss 
by assuming that all changes in 
monetary items occurred on an even 
basis throughout the year. This 
assumption has some validity for the 
majority of companies. Because of 
the disagreement among accoun­
tants over the classification of 
purchasing power gain or loss, this 
gain or loss is not included as a 
component of income from continu­
ing operations for purposes of this 
Standard.
The third item to be disclosed for 
the current year is income from con­
tinuing operations on a current cost 
basis. Again, cost of goods sold, 
depreciation, depletion and amor­
tization are the only components of 
income to be adjusted for specific 
price-level changes. These adjusted 
items are based on the current cost 
of the restated assets which is de­
scribed in the following paragraph. 
Depreciation is still an allocation 
figure and, in general, is based on 
the same assumptions about useful 
life and residual value used in pre­
paring historical cost financial data. 
The average current cost for the year 
is used as the basis of depreciation.
The current cost of inventory and 
property, plant and equipment used 
in calculating the adjusted expenses 
above is the fourth item of disclosure 
required in SFAS #33. While not
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Table 2
Shortcut Approach to Calculation 
of Purchasing Power Gain or Loss
Assumption: Company has net monetary liability position at both beginning and 
end of year.
Net monetary liabilities 
ities at beginning 





ities at end of 








End of Period 
CIPX
specifying the manner in which cur­
rent costs are to be derived, the 
Standard does include suggested 
methods that could be utilized. 
These are: 1) indexation, either ex­
ternally or internally generated, and 
2) direct pricing from current in­
voices, vendor price lists or current 
standard costs. The technique used 
must be disclosed.
The fifth and final item that must 
be disclosed for the current fiscal 
year is the increase or decrease in 
the current cost of inventory and 
property, plant and equipment. This 
change must be shown net of 
general inflation.
Five Year Information
All of the information required to 
be disclosed relevant to the current 
fiscal year is also required for the 
Net monetary liabilities 
at beginning of period in 
average year dollars
Increase in net monetary 
liabilities (assumed to 
be in average year 
dollars)
Ideal net monetary 
liability position at 
end of year if company 
has kept pace with 
inflation
Net monetary liabilities 
at end of period in 
average year dollars
Purchasing power gain or 
(loss) in average year 
dollars
five most recent fiscal years includ­
ing the current year. It appears that 
this is a duplication of effort until the 
requirement is examined closely. 
The required information for the cur­
rent fiscal year is based on the cur­
rent year average dollar. The five 
year data is based on the purchasing 
power of either the current year 
average dollar or the base year used 
for the Consumer Price Index, cur­
rently 1967. The Standard included 
this flexibility for experimental pur­
poses.
Both bases have potential credi­
bility problems. In the five year data 
based on the current year average 
dollar, prior year data would have to 
be restated every year. Readers may 
not understand the changed figures 
when comparing the same year 
figures in two different annual 
reports. If the five year data is based 
on 1967 dollars, no restatement 
would be necessary in subsequent 
years; but, the data relating to the 
current fiscal year would not agree 
with the data in the current year’s fi­
nancial statements. This, of course, 
could also place doubts in the minds 
of readers concerning the data’s 
reliability. The purpose of requiring 
constant dollar data for the five year 
period was to provide comparable 
data in real terms. Using either the 
current year average dollar or the 
1967 dollar achieves this purpose.
Other than the adjustment to a 
constant dollar basis, all information 
required for the five year comparison 
is calculated in a manner similar to 
the current year disclosures. Four 
additional items are required for the 
five year summary: (1) income per 
common share from continuing 
operations on both a historical 
cost/constant dollar basis and a cur­
rent cost/constant dollar basis; (2) 
dividends per common share; (3) 
market price per share; and (4) the 
Consumer Price Index used for 
measurement of income from con­
tinuing operations.
Conclusion
Since the required disclosures 
under SFAS No. 33 are experimental 
in nature, a phase-in period for 
reporting certain data was estab­
lished. In addition, a time period was 
established during which the Board 
will review the experience of firms 
with the Standard and decide 
whether to continue, expand, or 
delete the reporting requirements 
relevant to price-level changes. Ω
MARY R. GOLDEN, D.B.A., CPA is 
an Assistant Professor of Account­
ing at Auburn University. She is a 
member of AWSCPA and ASWA.
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Readership Survey
In order to better serve the needs of our readers, THE WOMAN CPA is doing a survey to compile statistics. 
Please complete and return to:
READERSHIP SURVEY 
THE WOMAN CPA 
Box 944
Cincinnati, OH 45201
1) State you live in:
2) Are you a CPA?
3) Years of full-time work experience:
4) Sex
5) Is your job related to accounting?
6) Are you a full-time student?
7) Are you a part-time student?












11) Do you support dependents?
Wholly
Partially
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Readership Survey (Continued)







13) How many do you supervise?











16) Indicate highest level of education:
17) Do you own your own home?
18) Value of home: 
Under $50,000 
$50,000 to $100,000 
$100,000 to $150,000 
Over $150,000
19) Do you own investment property?
20) Do you own stocks, bonds, etc.?




22) How many times have you flown in past year?
23) How many nights have you spent in hotel/ 
motel on business in the past year?
24) Articles you liked in THE WOMAN CPA
25) Topics you would like to see published in 
THE WOMAN CPA:
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Financial Executive 
Reaction To The 
CMA
A Four-tiered Survey
by Larry Kreiser and John C. Talbott
The Certificate in Management 
Accounting (CMA) was instituted in 
1972 by the National Association of 
Accountants. The objectives of the 
CMA program are “to establish man­
agement accounting as a recog­
nized profession, to foster high 
educational standards in the field of 
management accounting, and to 
assist employers, educators, and 
students by establishing an objec­
tive measure of an individual’s 
knowledge and competence in the 
field of management accounting.” 
(CMA Brochure)
In order to be awarded a CMA, a 
person must pass a five-part, seven­
teen and one-half hour examination 
and have at least two years of pro­
fessional experience in management 
accounting. Financial analysis; 
budget preparation; management 
accounting and auditing in govern­
ment, finance, or industry; manage­
ment consulting; in-charge audit 
work in public accounting; and full- 
time teaching in management ac­
counting are among the employment 
activities which will satisfy the pro­
fessional experience requirement. 
As of October 1980, 2,130 persons 
have been awarded the CMA since 
the inception of the program.
The CMA program has been 
gathering momentum over the past 
few years. Each year, a growing 
number of professionals in govern­
ment, education, and industry are 
taking the CMA examination and are 
being awarded the CMA. Positions 
available ads are also starting to list 
the CMA as a desirable designation.
Based on the increasing recogni­
tion of the CMA, this study was 
designed to determine the impor­
tance of the CMA as perceived by 
financial executives. In addition, the 
study was designed to determine if 
there has been any change in finan­
cial executive reaction to the CMA 
over the period 1976-1980.
Research Methodology
Empirical evidence needed for this 
study was collected by means of 
three mailed questionnaires. Identi­
cal questionnaire surveys were con­
ducted in 1976, 1978, and 1980. 
Copies of the three questionnaires 
were sent to the chief financial of­
ficer in each of the top 500 industrial 
corporations in America as listed in 
Fortune Magazine. The 1976 survey 
had a 47 percent response rate while 
the 1978 and 1980 surveys each had 
a 40 percent response rate.
All responses were examined for 
statistically significant differences in 
the distribution of responses within 
each survey and between the three 
surveys. Two statistical tests were 
applied. A chi-square test for the fit 
of a uniform distribution at the 0.05 
percent level of significance was 
used to determine if responses to 
each question on each survey were 
uniformly distributed over the possi­
ble answers to each question; or, 
whether the distribution of answers 
was skewed in one direction thereby 
indicating significant agreement 
among the respondents. For pur­
poses of this study, the term signifi­
cant agreement as used here is 
defined as a distribution of 
responses differing significantly 
from a uniform distribution of 
responses. In applying this test, un­
decided responses were not con­
sidered. The test indicated that for 
the nine 1976 survey questions, there 
was significant agreement among 
the respondents on seven questions 
and a lack of consensus on two 
questions. For the 1978 survey, there 
was significant agreement on eight 
questions and a lack of consensus 
on one question. On the 1980 survey, 
there was significant agreement on 
seven questions and a lack of con­
sensus on two questions. The lack of 
consensus on some questions is dis­
cussed in later sections of the study.
A chi-square test of homogeneity 
at the 0.05 percent level of signifi­
cance in the frequency of expressed 
opinions between the respondents to 
the three surveys. In applying this 
test, undecided responses were not 
considered. The test indicated that 
for the nine survey questions, there 
were homogeneous responses be­
tween surveys on eight questions 
and a significant difference in ex­
pressed opinion between surveys on 
one question. The significant 
difference is discussed in a later sec­
tion of the study.
Results of Survey
Responses to the nine questions 
on the survey questionnaire are 
analyzed in the following four group­
ings: present importance of CMA 
certificate, future importance of 
CMA certificate, importance of CMA 
certificate for college curriculum 
development, and the value of a 
grandfather clause in improving the 
recognition of the CMA certificate.
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LEWIS & CLARK 
COLLEGE
Status: Full-time, tenure-track 
position: to begin 9/1/81.
Responsibilities: To teach the 
Intermediate Financial Account­
ing sequence, some participation 
in the Introductory Accounting 
course, and other courses in the 
accounting curriculum compati­
ble with background and in­
terests. Other responsibilities in­
clude student advising, participa­
tion in departmental and college 
governance, and continuing pro­
fessional development. Normal 
teaching load is two courses per 
quarter.
Qualifications: Doctorate re­
quired: CPA or CMA desirable.
Rank & Salary: Open and com­
mensurate with qualifications and 
experience.
General: Located in the suburbs 
of Portland. Oregon. Lewis & 
Clark College is a privately-en­
dowed institution offering courses 
in the liberal arts and sciences 
along with curriculums in busi­
ness, education, law and music. 
With a very selective admissions 
policy, there are approximately 
1.800 undergraduates. 400 of 
whom are majors in the Depart­
ment of Business & Administrative 
Studies. Within the department, 
concentrations are offered in ac­
counting. finance, information 
systems, management and 
marketing.
Applications: Send vita, 3 letters 
of reference and copies of reprints 
of published work to:
Dr. Douglas M. Egan. Chairman 
Accounting Search Committee 
Lewis & Clark College 
Portland. Oregon 97219
Deadline: February 1, 1981
Lewis & Clark is an equal oppor­
tunity employer and invites the 
candidacy of qualified minority 
persons and women.
1. In regard to internal advancement, the CMA is currently of substantial im­
portance.
TABLE 1. — Financial executive responses to two questions on the 
present importance of CMA certificate
1976 1978 1980
Answer Survey Survey Survey
a. Agree 15% 20% 22%
b. Disagree 70 57 67
c. Undecided 15 23 11
Total 100% 100% 100%
2. In regard to external mobility, the CMA is currently of substantial impor­
tance.
1976 1978 1980
Answer Survey Survey Survey
a. Agree 20% 29% 25%
b. Disagree 60 49 59
c. Undecided 20 22 16
Total 100% 100% 100%
 
TABLE 2. — Financial executive responses to three questions on the
future importance of CMA certificate
1. In regard to internal advancement and external mobility, the CMA will be of
substantial importance in the future.
1976 1978 1980
Answer Survey Survey Survey
a. Agree 42% 47% 38%
b. Disagree 31 26 35
c. Undecided 27 27 27
Total 100% 100% 100%
2. The CMA will eventually become as important for management accountants
as the CPA is currently for public accountants.
1976 1978 1980
Answer Survey Survey Survey
a. Agree 23% 24% 26%
b. Disagree 63 62 64
c. Undecided 14 14 10
Total 100% 100% 100%
3. The CMA will eventually become a requirement for higher ranking financial
positions within industry.
1976 1978 1980
Answer Survey Survey Survey
a. Agree 11% 16% 15%
b. Disagree 71 68 69
c. Undecided 18 16 16
Total 100% 100% 100%
Present importance of CMA certifi­
cate. Table 1 presents financial ex­
ecutive responses to two questions 
on the present importance of the 
CMA certificate. For both questions, 
the responses to all three surveys 
were homogeneous. The majority of 
financial executive respondents did 
not consider the CMA to be of sub­
stantial current importance in regard 
to internal advancement or external 
mobility.
Future importance of CMA certifi­
cate. Table 2 presents financial ex­
ecutive responses to three questions 
on the future importance of the CMA 
certificate. For all three questions, 
the 1976, 1978, and 1980 survey 
responses were not significantly 
different. The majority of financial 
executives disagreed with two of the 
three questions regarding the future 
importance of the CMA certificate. 
Financial executive responses to the 
1980 survey lacked a consensus as 
to whether the CMA will be of sub­
stantial importance in the future in 
regard to internal advancement and 
external mobility.
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1. College accounting departments should consider the CMA in designing 
curricula and advising students on career goals.
TABLE 3. — Financial executive responses to two questions on the im­









a. Agree 54% 66% 57%
b. Disagree 22 17 19
c. Undecided 24 17 24
Total 100% 100% 100%
2. In regard to recruiting, industrial companies would prefer to hire students
who have completed a CMA oriented accounting curriculum.
1976 1978 1980
Answer Survey Survey Survey
a. Agree 40% 52% 41%
b. Disagree 36 24 31
c. Undecided 24 24 28
Total 100% 100% 100%
Importance of CMA certificate for 
college curriculum development. 
Table 3 lists financial executive 
responses to two questions on the 
CMA certificate and college cur­
riculum development. A majority of 
financial executives thought that 
college accounting departments 
should consider the CMA in design­
ing curricula and advising students 
on career goals. Responses to all 
three surveys were homogeneous in 
this respect. Financial executive 
responses to the 1976 survey and 
1980 survey lacked a consensus in 
regard to whether companies would 
prefer to hire students who have 
completed a CMA oriented account­
ing curriculum. There was also a sig­
nificant difference in expressed 
opinions between the three surveys 
on this question.
1. Current corporate controllers and chief financial officers for New York and 
American Stock Exchange companies should be awarded CMAs based on posi­
tion and experience as opposed to being required to pass an examination.









a. Agree 18% 26% 18%
b. Disagree 55 50 59
c. Undecided 27 24 23
Total 100% 100% 100%
2. A “Grandfather Clause” similar to the one mentioned in the preceding ques­








a. Agree 39% 44% 33%
b. Disagree 40 41 49
c. Undecided 21 15 18
Total 100% 100% 100%
Value of a grandfather clause in 
improving the recognition of CMA 
certificate. Table 4 presents finan­
cial executive responses to two 
questions on a CMA grandfather 
clause. A majority of financial ex­
ecutives did not support a CMA 
grandfather clause. All three surveys 
were homogeneous in this regard. 
Financial executive responses to 
both the 1976 survey and the 1978 
survey lacked a consensus as to 
whether a grandfather clause would 
increase the recognition of the CMA 
certificate.
Summary and Conclusions
Based on the empirical evidence 
gathered in this study, the following 
general observations can be noted.
1. Current importance of CMA. A 
majority of financial executives did 
not consider the CMA to be of sub­
stantial current importance in regard 
to internal advancement or external 
mobility. All three surveys were 
homogeneous in this respect. The 
relative newness of the CMA pro­
gram and the fact that, at present, 
there are less than 2,500 CMA 
holders may all contribute to this 
lack of current importance.
2. Future importance of CMA. The 
financial executives disagreed with 
two of the three questions regarding 
the future importance of the CMA 
certificate. A large majority of finan­
cial executives did not believe that 
the CMA will eventually become a 
requirement for higher ranking fi­
nancial positions within industry. 
One can surmise that there is no 
compelling reason (i.e. CPA—Public 
Interest) why it should be mandatory 
for a person to have a CMA in order 
to be promoted to a higher ranking 
financial position in industry.
3. The CMA and college cur­
riculum development. A large ma­
jority of financial executives thought 
that college accounting departments 
should consider the CMA in design­
ing curricula and advising students 
on career goals. In 1977, a nationally 
distributed newspaper article dis­
cussed the preferences of some fi­
nancial executives for CMA oriented 
career training. (Fowler) Accounting 
departments might want to consider 
the CMA program as a guide to the 
types of training expected of a man­
agement accountant and, where 
possible, modify their curriculum 
accordingly.
4. CMA grandfather clause. CMA 
program directors decided against 
using a grandfather clause when the
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Financial Professional
PLANS AND BUDGET 
ANALYST
Mountain States Energy, Inc., a prime governmental con­
tractor, has an immediate opening for a Plans and Budget 
Analyst. Activities include development, maintenance and 
control of a multimillion dollar annual budget, preparation 
of financial operating plans and reports, and other associ­
ated special studies. Will be directly involved in the 
development of multi-range corporate and project plan­
ning.
Candidates should have a graduate degree in an ap­
propriate field plus 3-5 years directly related experience. 
Track record important and must be detailed in depth.
We offer a liberal relocation allowance, competitive sal­
ary and excellent fringe benefit package. For prompt con­
sideration please forward curriculum vitae or resume to:
program was initiated in 1972. A ma­
jority of financial executives did not 
favor the awarding of CMAs based 
on position and experience as op­
posed to being required to pass an 
examination. Financial executive 
responses to both the 1976 and 1978 
surveys also lacked a consensus as 
to whether a grandfather clause 
would increase the recognition of 
the CMA certificate. This would tend 
to indicate that there is no 
widespread support among financial 
executives for a grandfather clause.
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STEP 
SAVER
His job is to conserve your most precious asset ... time.
He’s your McBee Rep. 
Screened, selected and 
trained to make life easier 
for you by making book­
keeping easier for your 
clients.
He does this best by 
putting the appropriate 
McBee one-write system 
into the hands of those 
clients you decide need it 
the most. This way, literally 
hours of your time can be 
saved at your client’s place 
of business because you 
avoid getting enmeshed in 
detail work. That’s book­
keeping. Not accounting.
The McBee way, you’ll 
have waiting for you a set 
of books that gives answers 
instead of raising questions.
It simplifies financial 
preparation by providing 
entries with the assurance 
the subsidiary books are in 
balance.
You’ll be in position to start 
posting the ledger without 
having to backtrack to un­
cover errors so inherent in 
the reposting of numbers.
Between calls, you 
enjoy the confidence of 
knowing your client’s books 
are free of transcription 
errors.
All the while it gives 
your client the most effi­
cient — yet simplest — 
bookkeeping system suit­
able to his needs.
The nicest part of all is 
that you do yourself a favor 
while doing your client a 
real service. So call your 
McBee Rep now. It’s your 
time we’re talking about.
E McBee
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The FASB recently issued an Ex­
posure Draft of a Proposed State­
ment of Financial Accounting Stand­
ards on “Foreign Currency Transla­
tion.”1 The Proposed Statement, if 
approved and issued, would replace 
Statement No. 8,2 which has been the 
subject of persistent and almost 
unanimous criticism by both ac­
countants and financial managers 
virtually since its issuance.3 It is the 
purpose of this column to explain 
and illustrate the provisions of the 
Proposed Statement and to highlight 
the major differences between it and 
Statement No. 8.
Provisions Of The 
Proposed Statement
The Exposure Draft proposes the 
use of the current rate of exchange for 
translating the financial statements 
of a foreign entity which are incor­
porated in the financial statements 
of the reporting entity by consolida­
tion, combination, or the equity 
method of accounting. According to 
the FASB the current rate method 
preserves the financial results and 
relationships as measured in the 
functional currency4 and produces 
results that are consistent with the 
economic effects of exchange rate 
changes. Consequently the foreign 
entity’s assets and liabilities will be 
translated at the rate in effect at the 
balance sheet date. Revenues, ex­
penses, gains and losses ideally 
should be translated at the rate in 
effect on the day the items were rec­
ognized; cost of goods sold and 
depreciation should be translated at 
the rate in effect during the period. 
Since the determination of all these 
rates might be impractical, the Pro­
posed Statement accepts the use of 
a weighted average exchange rate 
for the period for the translation of 
all income statement items.
The Proposed Statement dis­
tinguishes between “adjustments”5 
resulting from the translation of the 
foreign entity’s financial statements 
and “gains or losses” from foreign 
currency transactions. The adjust­
ments resulting from the translation 
of the foreign entity’s financial state­
ments are not to be included in the 
determination of net income; they 
are, instead, to be reported in the 
equity section of the reporting en­
tity’s balance sheet. Also excluded 
from the income statement are the 
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tions designed to serve as economic 
hedges against the net investment in 
a foreign entity and those between 
an investor and its investee. All other 
gains or losses from foreign curren­
cy transactions should be included 
in the determination of net income.
The adjustment account resulting 
from the translation of the foreign 
entity’s financial statements may be 
reduced when all or part of the in­
vestment in the foreign entity is sold. 
The portion considered realized 
should be removed from the equity 
section and included in the income 
statement. The same accounting 
treatment should be followed when 
the investment in a foreign entity is 
impaired.
The Proposed Standard requires 
the following disclosure in the finan­
cial statements or in notes thereto:
1. The aggregate gain or loss in­
cluded in net income (gains or 
losses from foreign currency trans­
actions, realized gains or losses 
from forward exchange contracts, 
and realized gains or losses from 
liquidation or impairment of the in­
vestment account);
2. The effect of rate changes in 
income, if practicable;
3. An analysis of changes in the 
accumulated adjustment account 
(beginning balance, changes during 
the period, and the ending balance);
Guest Author:
Abdel M. Agami, CPA, Ph.D.
Associate Professor of Accounting
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4. Changes in exchange rates 
after the balance sheet date and 
their effect on the foreign currency 
transactions.
Differences Between 
The Proposed Standard 
And Statement No. 8
In order to highlight the changes 
from Statement No. 8 to the Proposed 
Statement Exhibit 1 has been pre­
pared. It illustrates the translation of 
the financial statements of a foreign 
subsidiary into US dollars under 
both Standards. For the purpose of 
this illustration the following ex­
change rates are assumed:
Foreign
Currency : Dollar
January 1, 1980 1.00 : 1.00
December 31, 1980 1.00 : .80
Average for 1980 1.00 : .90
December 31, 1981 1.00 :  .90
December 31, 1981 1.00 : .90
Average for 1981 1.00 : .85
It is also assumed that property, 
plant, and equipment was acquired 
when the exchange rate was FC 1 : 
$1; that the ending inventory in 1979 
was also acquired when the ex­
change rate was FC 1 : $1; that the 
1980 ending inventory was 
purchased when the exchange rate 
was FC 1 : $.95; and that the ending 
inventory in 1981 was acquired when 
the exchange rate was FC 1 : $.85. It 
is further assumed that on December
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EXHIBIT 1






































































Current Liabilities 600 486 .80 480 .90 437 .80 480 .90 437
LT Liabilities 900 990 .80 720 .90 891 .80 720 .90 891
Capital Stock 300 300 1.00 300 1.00 300 1.00 300 1.00 300
Retained Earnings 600 864 750 832 576 801
Translation Adjustment 0 0 0 0 (156) (53)
2,400 2,640 2,250 2,460 1,920 2,376
Income Statement
Sales 4,800 5,280 .90 4,320 .85 4,488 .90 4,320 .85 4,488
Cost of Goods Sold (2,400) (2,640) (2,310) (2,304) .90 (2,160) .85 (2,244)
Depreciation (60) (60) 1.00 (60) 1.00 (60) .90 (54) .85 (51)
Selling & Adm. Expense (1,770) (1,953) .90 (1,593) .85 (1,660) .90 (1,593) .85 (1,660)
Interest Expense (90) (99) .90 (81) .85 (84) .90 (81) .85 (84)
Translation Gain (Loss) 0 0 330 (74) 0 0
Income Taxes (240) (264) .90 (216) .85 (224) .90 (216) .85 (224)
Net Income 240 264 390 82 216 225
Key Financial Ratios
Current Ratio 2:1 3.09:1 2.19:1 3.02:1 2:1 3.09:1
Rate of Return on Assets 10% 10% 17-1/3% 3-1/3% 11.25% 9.46%
Rate of Return on Equity 26-2/3% 22.68% 37.14% 7.24% 30.00% 21.46%
LT Debt to Equity 100% 85.05% 68.57% 78.71% 69.76% 85.05%
31, 1979 the net monetary assets 
were a negative FC 1,200, i.e. that the
monetary liabilities exceeded the 
monetary assets by FC 1,200. The net 






The translation of the cost of Beginning Inventory 600 1.00 600 600 .95 570
goods sold under the provisions of 
Statement No. 8 is computed as 
follows:
Purchases 2400 .95 2280 2640 .85 2244
3000 2880 3240 2814
Ending Inventory 600 .95 570 600 .85 510
Cost of Goods Sold 2400 2310 2640 2304
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The computation of the translation












beginning of period 0 (156)
Net Assets at 
beginning of period 660 (.80-1.0) (132) 900 (.90-1.0) 90
Net Income for 
the year 240 (.80-.90) ( 24) 225 (.90-.85) 13
Net Change for 
the year 900 (156) 1125 103
Accumulated 
Translation 
Adjustment at end 
of period (156) ( 53)
The translation gains and losses 
under the provisions of Statement










of Net Monetary 
Liability
1200 (1.00-.80) 240 900 (.80-.90) (90)
Purchases 2400 (.95-.80) 360 2640 (.85-.90) (132)
Selling & Adm. 
Expense 1770 (.90-.80) 177 1953 (.85-.90) (98)
Interest Expense 90 (.90-.80) 9 99 (.85-.90) (5)
Income Taxes 240 (.90-.80) 24 264 (.85-.90) (13)
Sales 4800 (.90-.80) (480) (5280) (.85-.90) 264
Net Change for 
the Period 90 324 16
Gain (Loss) from 
Translation 330 (74)
Conclusions
Exhibit 1 shows that the current 
rate method as advocated by the Ex­
posure Draft has several advantages 
over the temporal method prescribed 
by Statement No. 8. It preserves the 
financial relationships as measured 
adjustment under the Proposed 
in the foreign currency; it results in a 
positive translation adjustment when 
the exchange rate is strengthened; 
and net income is not distorted by 
translation. Furthermore, it trans­
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and public service. Primary 
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professional certification. Applicants should indicate whether they are ap­
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counting and systems. Salary commensurate with qualifications. The 
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Notes With Pride
Top scorers nationwide in the 
November, 1979 and the May, 1980 
Uniform CPA Examinations were 
women. At the 1980 annual meeting 
of AICPA in Boston, Elijah Watts 
Sells Award medals were presented 
as follows:
November 1979, Gold Medal
Donna Fudge Anderson, 
Anderson, South Carolina
May 1980, Gold Medal
Sally L. Hoffman
Rye, New York
May 1980, Silver Medal
Rose Marie Russo Wells 
Honolulu, Hawaii
same rate and thus produces a bet­
ter matching of revenues and ex­
penses; it translates both long-term 
debt and the property financed with 
that debt at the same rate; and it 
eliminates the conflict between ac­
counting and economic exposure to 
foreign currency rate changes.
For the sake of fairness it should 
be mentioned that the Proposed 
Statement has been approved by 
only four members of the FASB. The 
three dissenting members argue that 
the concept of a functional currency 
contradicts the concept of a single 
consolidated entity and a single unit 
of measure. They also question the 
assumption that financial statement 
users are interested in cash flow 
measured in the foreign currency, 
rather than in US dollars. Some also 
argue that the current rate will un­
derstate the non-monetary assets of 
companies in countries with hy­
perinflation because the Exposure 
Draft does not permit price-level ad­
justments of the foreign currency 
statements before they are trans­
lated into US dollars.
Given the close division in the 
FASB the fate of the Proposed State­
ment is uncertain. But whatever the 
outcome, the debate over foreign 
currency translation is not likely to 
disappear.Ω
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A widely acknowledged challenge 
for accounting educators is student 
difficulty with accounting. Both read­
ing and arithmetic abilities are pre­
requisites necessary for success in 
accounting, although Rhodes and 
Calhoun’s research has indicated 
that reading is the most important.1 
Therefore, an investigation into the 
readability of introductory account­
ing textbooks was conducted to 
determine whether these textbooks 
have reading levels appropriate for 
their intended audiences.
A review of literature revealed a 
dearth of information regarding the 
readability of collegiate accounting 
textbooks. Yet, textbooks play a key 
role in the instructional mode of ac­
counting. For example, Astin found 
that 86 percent of accounting lec­
tures closely follow the textbook 
while in other courses of study only 
52 percent of the lectures closely 
follow the textbook.2 Therefore, it is 
essential that the purpose of these 
textbooks — to convey understand­
ing of accounting — should not be 
stymied by reading levels inap­
propriate for students.
The purposes of this paper are (1) 
to remind professors of the impor­
tance of readability measurement in 
the selection of textbooks, (2) to il­
lustrate the application of the Flesch 
readability formula, and (3) to pro­
vide specific readability measures of 
many current introductory account­
ing textbooks.
Readability
A readability formula is a tech­
nique for measuring, in an objective 
manner, the style difficulty of writ­
ing.3 Of the scores of formulas avail­
able, the Flesch is the formula of 
choice for determining the 
readability of accounting textbooks. 
The Flesch is reliable4 and valid,5 is 
statistically superior to other non­
word list formulas67 intercorrelates 
as high as .98 with the Dale-Chall 
Formula8 (which requires that all 
words be checked against a list of 
basic words), is applicable to techni­
cal materials,9 and is relatively 
easy10 to apply in evaluating 
prospective textbooks. The ease of 
application is an advantage for prac­
tical classroom use.
Although research in the field of 
readability has clearly established 
the utility of the Flesch formula, the 
inherent limitations of readability
Education
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formulas must be noted. Readability 
formulas are criticized most often 
because such formulas do not 
measure contextual difficulty, 
abstractness and density of ideas, 
student interest in a subject, 
organization, size of type, length of 
line, spacing, kind of ink and 
paper,11 student health, religion, 
ethnic background, or what the stu­
dent had for breakfast.12 Although 
readability formulas are not perfect, 
they do provide objective measures 
of the reading difficulty of textbooks. 
Professors utilizing a readability for­
mula have a tool for ranking availa­
ble textbooks in order to match their 
readability with students’ reading 
ability. If several textbooks meet the 
objective readability criterion, sub­
jective criteria encompassed in the 
complete learning system will 
govern the selection process. On the 
other hand, if selections have been 
made, knowledge about the 
readability of the textbook will help 
to provide more appropriate instruc­
tion. Efforts can be made to compen­
sate for or take advantage of the 
reading level of the textbook.
Methodology
In order to incorporate the entire 
pedagological horizon, twenty-two 
introductory accounting textbooks
Guest Authors:
Gladys B. Dronberger, 
Claire G. Smith, and 
Gerald Smith
intended for the first year of study 
(except for two one-semester text­
books) were identified and grouped 
according to primary emphasis: (1) 
procedural (textbooks which present 
concepts as well as procedures), (2) 
conceptual (textbooks which 
emphasize concepts), and (3) self­
learning. Assignment to one of the 
three categories was made by utiliz­
ing one or more of the following cri­
teria: (1) authors’ intention as 
reflected by preface remarks, (2) 
publishers’ communications, and (3) 
researchers’ judgment. Two-volume 
sequences used for the first year of 
study were treated as one textbook. 
For example, Financial Accounting: 
An Introduction by Bierman and 
Drebin, with nineteen chapters, and 
Managerial Accounting: An In­
troduction by Drebin and Bierman, 
with eighteen chapters, were treated 
as one textbook with thirty-seven 
chapters. The textbooks are listed in 
Appendix A.
The Flesch formula which predicts 
grade level* was deemed most ap­
propriate for the study. Because of 
the technicalities of constructing the 
prediction formula and the difficulty 
in finding criterion reading pas­
sages at the college level, the grade 
level of a particular textbook is 
somewhat underestimated at adult
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TABLE 1
INTRODUCTORY ACCOUNTING TEXTBOOK 
READABILITY LEVELS*
Flesch Standard Textbook Classification























*Textbooks are referred to by first author. See Appendix A.
levels.13 This is not considered a 
serious problem because all text­
books are treated consistently, thus 
allowing for a meaningful ranking. 
When interpreting the grade level 
Flesch scores, it is important to 
remember the underestimation and 
to place more emphasis on the rank­
ing. However, the grade level scores 
were chosen deliberately because 
they give more information than 
Flesch’s Reading Ease scale which 
is inverted (lower numbers indicate 
more difficult reading material) and, 
for that reason, difficult to interpret.
Readability research has reported 
that a large number of 100-word 
passages is appropriate to deter­
mine the readability of textbooks.14 A 
table of random digits was employed 
to select five chapters from each tex­
tbook. Three 100-word passages 
were extracted from the first page, 
the last page, and a middle page of 
each chapter selected. Thus, each 
textbook was represented by fifteen 
100-word samples which provided a 
good indication of the reading level 
of the textbook.
After selection of the fifteen 100- 
word passages from each textbook 
was completed, the following counts 
were made:
1. The number of words to the end 
of the sentence closest to the 
end of the 100-word sample — 
the number could be greater 
than or less than 100.
2. The number of sentences to the 
end of the sentence closest to 
the end of the 100-word sample. 
Each sentence should have a 
complete thought, but a sen­
tence could end with a period, 
with a colon, or with a semi­
colon.
3. The number of syllables in the 
100-word sample.15
One investigator did all sampling 
and counting to ensure the consis­
tent handling of judgment decisions.
A modification was made to the 
Flesch formula in order to increase 
its accuracy. The formula specified 
that the number of syllables in each 
100-word sample be counted (step 
3). Because of the tedious nature of 
accurately dividing each word into 
syllables, counting syllables is the 
area of greatest error. Therefore, in 
lieu of counting syllables, letters in 
each 100-word sample were counted 
and the letter count was divided by 
3.1127 because research has shown 
that the average syllable is com­
posed of 3.1127 letters. Results ob­
tained using this modification correl­
ate .98 with actual syllable 
counts.1617
Findings
The Flesch grade level scores for 
the twenty-two introductory account­
ing textbooks are reported in Table 
1. The grade levels ranged from a 
low of 9.0 to a high of 11.3. The 
average score and the median score 
were 10.3. Because of the 
progressive nature of the under­
estimation of grade level for material 
above the seventh grade,18 the grade 
levels probably ranged from 11.0 to 
16.0 or from fairly difficult to difficult.
The standard deviation column 
provides information concerning the 
readability range within each text­
book. For example, at the 95 percent 
confidence level, the readability of 
the Flesher and Flesher textbook is 
from 7.8 to 10.2, while the Johnson 
and Gentry textbook has a range of 
8.6 to 13.4.
Information in Table 1 also reveals 
that the procedural textbooks 
ranged from 9.0 to 11.0 and encom­
passed virtually the entire range. 
The conceptual textbooks ranged 
from 10.1 to 11.3 or from the middle 
to the top of the range except for the 
Davidson, Schindler, and Weil text­
book which, with a readability score 
of 10.1, demonstrates that concep­
tual textbooks do not have to be in­
herently more difficult than pro­
cedural textbooks. Three of the four 
self-learning textbooks have a 
readability score which is less than 
the 10.3 median. Therefore, the 
range for self-learning textbooks is 
from the low to the middle of the 
readability range except for the 
Margolis and Harmon textbook 
which, with a readability score of 
10.6, is enough above the median of 
all textbooks to question whether 
self-learning is facilitated.
Recommendations
Differences in the readability of 
twenty-two introductory accounting 
textbooks have been presented 
through the use of the Flesch for­
mula. Professors recognizing the im­
portance of readability measurement 
can utilize the information when 
selecting textbooks, planning in­
struction, and preparing textbooks.
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First, because differences exist in 
the readability of accounting text­
books, this factor merits inclusion as 
a primary criterion in the textbook 
adoption decision model. In fact, the 
objectivity of readability measures 
could provide an excellent “tie 
breaker” when other factors such as 
content appear to be equal. Ac­
counting professors at all levels of 
collegiate education can utilize ob­
jective readability measures in order 
to match textbooks with students’ 
needs, interests, and abilities.
Second, failure to match textbooks 
with students may result in the use of 
textbooks which are too difficult for 
students and which will require that 
relatively more time be spent ex­
plaining and clarifying basic con­
cepts than would otherwise be 
necessary. Certainly, the more 
readable the textbooks to the stu­
dent, the more helpful it is to the pro­
fessor. Another instructional advan­
tage of readability measurement is 
the awareness of parts of a textbook 
which are more difficult to read. The 
professor can anticipate whether 
trouble spots are likely to be the 
result of reading difficulties or prob­
lems with the content.
Finally, the techniques for 
calculating the Flesch scores pre­
sented in the study may be utilized 
by authors and publishers of text­
books to evaluate a product’s 
readability for particular audiences. 
For example, self-learning materials 
might benefit by a significantly lower 
readability score than textbooks in­
tended for traditional classroom use. 
Likewise, conceptual textbooks 
need not be inherently more difficult 
from a reading standpoint than pro­
cedural textbooks.Ω
*Flesch applied regression techniques to 
develop a formula to predict reading difficulty 
using word and sentence length as the fac­
tors most predictive of comprehension 
difficulty. The equation for the formula is:
C75 = .0846wl + .1015sl - 5.6835 
where
C75 = the average grade of students who 
could answer three-fourths of the 
test questions correctly
wl = word length (syllables per 100 words) 
sl = sentence length in words
SOURCE: Rudolf Flesch, “A New 
Readability Yardstick,” Journal of Applied 
Psychology 32 (June 1948): 224-225.
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ACCOUNTING POSITION. The 
School of Business and Public 
Administration at the University of 
the Pacific, Stockton, CA, (a pri­
vate institution) has a tenure track 
position available for Fall, 1981, 
teaching undergraduate courses 
in Accounting. Applicants posess­
ing Ph.D. or D.B.A. will be con­
sidered for Assistant, Associate, 
or Full Professor, with salary from 
$25,000 to $38,000, depending 
upon qualifications. The Univer­
sity places primary emphasis on 
teaching ability. Equal; Oppor- 
tunity/Affirmative Action 
Employer. Respond with vita to 
Professor Sue Hinrichs, School of 
Business and Public Administra­
tion, University of the Pacific, 
Stockton, CA 95211, tel. (209) 
946-2476.
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The Auditing Standards Board 
(ASB) of the American Institute of 
Certified Public Accountants (for­
merly called the Auditing Standards 
Executive committee or AudSEC) is 
responsible for issuing Statements 
on Auditing Standards (SASs), in­
terpretations of auditing standards 
and audit guides.
Since this column last reported on 
new SASs in the January, 1979, 
issue, nine Statements have been 
released. Several of these State­
ments are in response to standards 
of the Financial Accounting Stand­
ards Board or governmental agen­
cies providing expanded disclosures 
of financial information or of the 
effectiveness of systems of internal 
accounting control. Other State­
ments essentially involve clarifica­
tion of authority and responsibility 
for standard setting within the Amer­
ican Institute or are necessary to 
adapt auditing standards for 
changes caused by accounting and 
review services standards for non­
public entities. Finally, the ASB has 
issued Statements providing more 
guidance to auditors on such mat­
ters as analytical review procedures 
and evidential matter.
Official Pronouncements
Following are summaries of seven 
of the Statements issued from Octo­
ber, 1978 to August, 1980. SASs are 
effective when issued unless another 
effective date is specified.
• SAS No. 23: The third standard 
of field work requires that sufficient, 
competent evidential matter be ob­
tained upon which to base an audit 
opinion. This evidence is obtained 
through substantive tests, which 
consist of “tests of details of transac­
tions and balances and ... analyti­
cal review of significant ratios and 
trends and resulting investigation of 
unusual fluctuations and questiona­
ble items” (SAS No. 1, section 
320.70, before amendment by SAS 
No. 23).
The purpose of SAS No. 23, 
“Analytical Review Procedures,” is 
to provide guidance to the auditor 
regarding the analytical review com­
ponent of substantive tests. The 
Statement was issued in October, 
1978.
The Statement does not require 
use of analytical review procedures, 
but it does indicate the types of 
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an auditor may employ and con­
siderations involved in selecting the 
procedures to be used. The timing of 
analytical review procedures will 
vary depending upon the auditor’s 
objective. The extent of analytical 
review procedures will depend on 
the nature of the entity, the scope of 
the engagement, the type and 
reliability of financial and relevant 
nonfinancial information available 
and the type and comparability of in­
dustry data available to the auditor. 
The Statement also discusses fac­
tors to be considered in selecting 
procedures for investigating signifi­
cant fluctuations disclosed by 
analytical review procedures.
• SAS No. 24: “Review of Interim 
Financial Information,” SAS No. 24, 
was issued effective for reports on fi­
nancial information for interim 
periods ending on or after March 31, 
1979. In keeping with the separation 
of authority within the AICPA for 
unaudited statements of public and 
nonpublic entities, SAS No. 24 ap­
plies only to reviews of interim finan­
cial information of public entities. 
This Statement supersedes SAS No. 
10 dealing with procedures for 
limited reviews of interim financial 
information and SAS No. 13 dealing 
with reports based upon limited 
reviews.
The nature, timing and extent of 
the review procedures under State­
ment No. 24 are essentially the same 
as those previously required by SAS 
No. 10. For reviews of public entities, 
the major effect of the Statement, 
then, is to replace the two different 
forms of accountants’ reports with a 
single form of report expressing 
limited assurance on the interim fi­
nancial information. The form of the 
accountant’s report is no longer 
determined by whether the report is 
intended for use by the board of 
directors, by stockholders or by 
regulatory agencies.
The accountants’ report should in­
clude the following:
• a statement that a review of in­
terim financial information was 
made in accordance with stand­
ards established by the American 
Institute of Certified Public Ac­
countants,
• an identification of the entity and 
the financial information reviewed,
• a description of the types of pro­
cedures encompassed within a 
review,
• a statement that a review is subs­
tantially less in scope than an 
audit and that no opinion is ex­
pressed on the financial informa­
tion, and
• a statement whether the accoun­
tant is aware of any material 
modifications which should be 
made in order for the financial in­
formation to be in accordance with 
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generally accepted accounting 
principles.
In addition to issuing a report, the 
accountant is expected to make sure 
that each page of the interim finan­
cial information is marked as 
“unaudited.”
Statement No. 24 provides guid­
ance as to review report modifica­
tions required for instances involv­
ing financial information materially 
affected by a departure from 
generally accepted accounting prin­
ciples and for cases in which adequ­
ate disclosures are not made. The 
Statement discusses interim infor­
mation contained in audited finan­
cial statements, use of engagement 
letters, and other related matters 
while referring the accountant to ex­
isting auditing standards for guid­
ance on such matters as subsequent 
events.
• SAS No. 25: In recognition of the 
AICPA’s designation of the Quality 
Control Standards Committee as the 
senior technical committee 
authorized to issue pronouncements 
on quality control standards, the 
ASB issued SAS No. 25, “The Rela­
tionship of Generally Accepted 
Auditing Standards to Quality Con­
trol Standards,” in November, 1979. 
Statement No. 25 establishes a 
general requirement that a firm of in­
dependent auditors is responsible 
for establishing quality control 
policies and procedures which pro­
vide reasonable assurance that 
generally accepted auditing stand­
ards are being met.
In adopting a general requirement, 
SAS No. 25 supersedes SAS No. 4, 
which had provided nine specific 
quality control considerations. Con­
current with the ASB action, the 
Quality Control Standards Commit­
tee issued its first statement incor­
porating the nine considerations of 
SAS No. 4. Therefore, SAS No. 25 
reaffirms that a CPA firm shall have 
quality control policies and pro­
cedures for audits. It also recognizes 
the authority of the Quality Control 
Standards Committee to set such 
standards as they relate to individual 
audit engagements and to the con­
duct of the firm’s audit practice as a 
whole.
• SAS No. 26: “Association With 
Financial Statements,” SAS No. 26, 
was issued in November, 1979. State­
ment No. 26 became necessary to 
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update auditing standards for 
changes caused by separate stand­
ards for accounting and review serv­
ice engagements of nonpublic en­
tities. Essentially, this Statement 
reaffirms prior understanding of ins­
tances in which an accountant is 
considered to be associated with fi­
nancial statements. Statement No. 
26 provides that the disclaimer of 
opinion report remains unchanged 
for unaudited financial statements of 
public entities. Examples are pro­
vided for disclaimers of opinion 
when the unaudited financial state­
ments of a public entity are pre­
sented on a comprehensive basis of 
accounting other than generally ac­
cepted accounting principles, for 
cases in which the accountant is not 
independent with respect to the 
public entity, and for presentations 
of unaudited and audited financial 
statements in comparative form.
This Statement applies to public 
entities unless specifically excepted 
by another SAS and to nonpublic en­
tities when the accountant has been 
engaged to examine the financial in­
formation in accordance with 
generally accepted auditing stand­
ards. SAS No. 26 refers the accoun­
tant to Statements on Standards for 
Accounting and Review Services for 
guidance in instances involving non­
audit services for nonpublic entities.
SAS No. 26 provides that the 
accountant may give expressions of 
negative assurance only in those in­
stances specifically recognized as 
acceptable by standards established 
by the AICPA, such as letters for un­
derwriters.
• SAS No. 27 & No. 28: One ap­
proach used by the Financial Ac­
counting Standards Board and the 
Securities and Exchange Commis­
sion in recent years to deal with the 
problem of furnishing desirable fi­
nancial information to investors and 
other users has been to require that 
certain additional types of informa­
tion be furnished outside of the fi­
nancial statements. SAS No. 27, 
“Supplementary Information Re­
quired by the Financial Accounting 
Standards Board,” and SAS No. 28, 
“Supplementary Information on the 
Effects of Changing Prices,” have 
been issued to provide guidance to 
auditors of companies furnishing 
this information outside the financial 
statements. SAS No. 27 is effective 
for examinations of financial state­
ments for periods ending after 
December 24, 1979.
Statement No. 27 specifies certain 
limited procedures which the auditor 
should apply to supplementary infor­
mation required by the Financial Ac­
counting Standards Board. These 
procedures include inquiries of man­
agement regarding the methods 
used in preparing the information; 
comparison of the information for 
consistency with responses; com­
parison of the information for consis­
tency with responses of manage­
ment responses in the written repre­
sentation letter; application of pro­
cedures required by other SASs; and 
specific inquiries regarding any in­
formation which the auditor, as a 
result of the procedure above, 
believes may not be measured or 
presented properly.
The auditor’s report need not refer 
to the supplementary disclosures 
unless required supplementary infor­
mation is omitted, unless the auditor 
believes that the supplementary in­
formation materially departs from Fi­
nancial Accounting Standards 
Board requirements, or unless the 
auditor is not able to complete the 
procedures specified. The auditor 
should make sure that each page of 
the supplementary information is 
marked “unaudited.”
SAS No. 28, which was issued in 
June, 1980, expands the guidance of 
SAS No. 27 as to specific inquiries of 
management regarding manage­
ment judgements made concerning 
measurement and presentation of 
supplementary information on the 
effects of changing prices which are 
included in the financial reports and 
to compare these explanations and 
discussions for consistency with the 
audited financial statements and 
supplementary information on the 
effects of changing prices.
As with SAS No. 27, Statement No. 
28 requires the audit report be ex­
panded to refer to supplementary in­
formation on the effects of changing 
prices if the management narrative 
included in the financial reports con­
tains a material misstatement of fact 
or if it is not consistent with the fi­
nancial statements or other supple­
mentary financial information.
Statements No. 27 and No. 28 must 
be read along with SAS No. 8 and 
No. 29 to fully interpret the auditor’s 
reporting responsibilities in varying 
circumstances discussed.
• SAS No. 29: Statements No. 27 
and No. 28 deal with audit pro­
cedures and reporting for certain 
supplementary information outside 
the financial statements which is in­
cluded in client-prepared docu­
ments. SAS No. 8 discusses the audi­
tor’s responsibilities when the audit 
report is included in client-prepared 
documents which contain other 
unaudited information. In contrast, 
SAS No. 29, “Reporting on Informa­
tion Accompanying the Basic Finan­
cial Statements in Auditor-Submitted 
Documents,” provides guidance on 
reporting when the auditor submits a 
document containing audited or 
unaudited data in addition to the 
basic financial statements. State­
ment No. 29 supersedes SAS No. 1, 
section 610, on long-form reports 
and is effective for audit reports 
dated after December 30, 1980.
Statement No. 29 makes it clear 
that the auditor’s reporting objective 
in cases involving information ac­
companying the basic financial 
statements in an auditor-submitted 
document is to describe the 
character of the auditor’s examina­
tion of this information and the 
degree of responsibility, if any, 
which the auditor is taking for the 
accompanying information. 
Specifically, the report should indi­
cate the following:
• that the purpose of the examina­
tion was to form an opinion on the 
basic financial statements taken 
as a whole,
• an identification by title or, 
perhaps, by page number of the 
accompanying information,
• that the accompanying informa­
tion is presented for purposes of 
additional analysis and that it is 
not a required part of the basic fi­
nancial statements, and
• either an opinion on whether the  
accompanying information is 
fairly stated in all material 
respects in relation to the financial 
statements taken as a whole or a 
disclaimer of opinion on the ac­
companying information.
SAS No. 29 provides examples of 
reports which may be used and gives 
additional guidance to the auditor in 
certain special circumstances. The 
examples include an audited supple­
mentary information report, a dis­
claimer report on all of the supple­
mentary information, a disclaimer 
report on part of the supplementary 
information, a qualified report, and 
an opinion on supplementary con­
solidating information.
Reporting under SAS No. 27 is 
modified to the extent that the audi­
tor must specifically report on any 
supplementary information required 
by the FASB if the information is to 
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